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The percentage distribution of the number of individual 
income tax returns filed by income bracket shows that of the nearly 
60 million tax returns filed, only about 78 per cent are taxable, and that 
of the total taxable tax returns, over half come from people with 
an adjusted gross income of between $3,000 and $10,000. 
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OUR COVER 


While there are more than 217 Indians in the United States, that's 
all the millionaires the Commissioner of Internal Revenue can count from 
his records. The millionaire, like the Indian, is becoming a vanishing 
American. There aren't too many ordinary taxpayers in ihe next group— 
those who file returns showing adjusted gross income under $1 million 
but over $100,000. There are only 23,701 such lucky taxpayers. The 
adjusted gross income on the returns showing over $100,000 (million- 
aires included) totals $4,530,215,000. The average adjusted gross in- 
come for this group is $189,406.09. The members of this group seem to 
be on the point of extinction, because they represent only .05 per cent 
of the total number of tax returns filed. Most returns come from the 
$5,000-$10,000 group. This group files 29.1 per cent of the returns 
showing 42 per cent of the total adjusted gross income reported and 
pays 38.5 per cent of the income tax paid. 


The total adjusted gross income reported on the tax returns here 
under consideration amounted to $280 billion, but because of the de- 
ductions and personal exemptions, only $148.3 billion of this amount 
is taxable. This figure is called a tax base, and in 1945 it represented 
33.1 per cent of personal income. In 1957 it represented 42.6 per cent, 
and this year it is estimated that the tax base will be 44 per cent of per- 
sonal income. In the last ten years, the individual income tax base has 
increased 189 per cent; and in the same period, personal income in- 
creased 118 per cent. 


The largest deduction on these returns is that attributed to personal 
exemptions, which in 1957 totaled $76.5 billion and which this year is 
likely to exceed $79 billion—which might mean that it is much easier 
to be born an Indian than to be born a millionaire. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones: Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Thoughtful tax men. Beginning at page 762 we have two letters 
discussing a tax situation in Puerto Rico. The letters are from readers 
prompted to write by an article we published a few months ago, 
“Tax Havens.” The letter from Mariano H. Ramirez, general counsel 
of the Economic Development Administration, Commonwealth of 
Puerto Rico, writes of a recent ruling which was not available to 
the author of the article on tax havens. Mr. Ramirez points out that 
a few foreign corporations, such as the Glidden Company, have moved 
the principal offices of their main foreign subsidiary to San Juan 
pursuant to favorable rulings of both the United States and Puerto 
Rican Treasury Departments. The other letter is from an attorney, 
Norman A. Peil, Jr., who writes of a recent personal experience 
involving the liquidation of a company under the Puerto Rican law. 


Disproportionate redemptions of stock. Here is some background 
on our lead article: In our May issue we published “How to Compute 
Multiple Substantially Disproportionate Stock Redemptions.” This 
article by Martin D. Ginsburg discussed the problem of how to deter- 
mine in advance how a given stockholder, member of the attribution 
bloc, will find himself after the distribution. We soon learned that 
there was another way to compute the evasive substantially dispropor- 
tionate stock redemption (see page 633 of the July Taxes). About 
the time that that issue went to press, we received a comment on 
Mr. Ginsburg’s article from Joe C. Stephens, Jr., of Dallas, Texas, 
who wrote: “If you will employ Mr. Ginsburg’s first formula at the 
top of page 290, except using for ‘M’ the minimum redemption for 
the aggregate of the three stockholders whose stock is to be redeemed 
and substituting for ‘A’-the number of shares owned in the aggregate 
by all of the redeeming stockholders, you will obtain a figure of 668 
plus as the number of shares that need to be redeemed, and if you 
will then take that figure and give to each stockholder his propor- 
tionate part (for example, to A, 1000/2710), rounding the same off 
at the nearest, highest even number, you achieve the same result that 
Mr. Ginsburg reaches through five or six pages of computations.” 


Now we have for you another way to compute the MSDSR. 
The article at page 767 is written by Elizabeth S. Freret, of Wenchel, 
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Schulman & Manning, Washington, D. C. Mrs. Freret’s article goes 
further than Mr. Ginsburg’s, for his article stopped with the solution 
for the ordinary simultaneous redemption. 


The coal stripper’s right to a depletion allowance. It was Mr. 
Justice Holmes who observed: “It is one of the misfortunes of the 
law that ideas become encysted in phrases and thereafter for a time 
cease to provoke analysis.” The words “economic interest’”’ have been 
bandied about in connection with depletion to the point where they 
have lost their original meaning and acquired a new one. The tax 
plight of those who simply contracted to mine coal owned by others 
was the basis of a recent Supreme Court decision affirming the Third 
Circuit in Parsons v. Smith and Huss v. Smith. The article beginning 
at page 777 discusses this decision and others in the depletion area. 
It is written by the attorney who filed a brief, amicus curiae, on the 
prevailing side. This is a tax saga of the rise and fall of the slogan 
“economic interest.” His article discusses the basic tax concepts 
“economic interest” and “economic advantage” as treated in the 
Supreme Court decision. He analyzes all the factors of the cases, 
appraising their weight in future tax litigation. 


The author, Frederick Bernays Wiener, is a member of the Dis- 
trict of Columbia bar. He is also the author of Effective Appellate 
Advocacy. In 1953-1954, he was reporter to the committee of the 
United States Supreme Court which prepared that Court’s Revised 
Rules of 1954. 


The personal holding company. Some of you might remember 
that during the first years of the Roosevelt Administration there were 
a number of new tax provisions which were engrossed on the statute 
books. Some of them came in via the National Industrial Recovery 
Act—a tax on dividends and a capital stock tax. That was in the year 
1933. Later in that year a subcommittee on tax revision submitted to 
the Committee on Ways and Means recommendations for even more 
taxes—and it was about that time that there was a hue and cry to 
plug loopholes: “The largest loophole in the law, according to the 
committee’s findings, results from the reorganization provisions and 
from escape by wealthy individuals from the individual income tax 
rates by means of personal holding corporations—referred to as the 
‘scheme of the “incorporated pocketbook”’. The proposals with 
respect to these two loopholes are estimated to add $43,000,000 
annually to the Federal revenue.” Over the years, most of these taxes 
were repealed, but the personal holding company surtax remained. 


Marvin L. Stone, the author of the article appearing at page 803, 
says: “Congress had quite obviously caught many perfectly legitimate 
operating companies in a net intended to catch only the investment 
companies of wealthy individuals.” His reference is to the enactment 
of Section 351 of the Revenue Act of 1934 (now 1954 Code Sections 
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“It cost the government a lot of money to send me here 
to find out if your occupation ‘chiseler’ is for real.” 





541-547). Mr. Stone is a certified public accountant in Denver, Colo- 
rado. His article is based upon a talk before the Denver University 
Tax Institute. 


Good will. Some decisions say that good will can be sold. Others 
express doubt—or at least qualify the general statement. Good will 
is often defined as follows: “The term ‘good will’ in its legitimate 
sense, implies or connotes a condition where the public or at least a 
substantial number of people, will continue to deal with the establish- 
ment by force of habit or otherwise, regardless of a change of ownership.” 


It seems pretty well settled that good will is an attribute of a 
business. Can good will be an attribute of a person—and, if so, how 
do the tax authorities look upon this “asset”? The article beginning 
at page 825 is written by W. Fletcher Hock, an attorney and a CPA 
in New York City. Mr. Hock has done considerable research on this 
question, and takes issue with published rulings which, under his 
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analytical eye, state inconsistent positions. He writes: “. . . if the 
entire business of a professional man is sold, including the good will 
of the business that has been built up by the skill, ability and the 
personal following of the owner, the proceeds from the sale of good 
will are taxable as a capital gain, regardless of the method of payment.” 


How to get a refund. It ain’t so easy! As all tax men know, 
a taxpayer must pay the asserted deficiency before he can have access 
to the district courts. But what of the situation where it is impossible 
for the taxpayer to pay up? Is he denied justice? In this area there 
has been great conflict among the lower courts, and one case, Flora, 
went up to the Supreme Court of the United States. The article 
beginning at page 837 reviews these decisions and points out that in 
spite of the attempts to settle the issue, uncertainty still exists. Since 
this is so, Congress should legislate and indicate clearly a procedure 
to be followed. Since the Flora decision, some courts apparently have 
been a little squeamish about following it in cases involving other 
than income tax situations. 


The article is written by I. Frederick Shotkin, of the law firm of 


Sirota & Shotkin, New York City. 


Washington Tax Talk. Washington is hot—but as far as the 
tax legislation is concerned, that has cooled. Washington tax men 
are already looking forward to 1960 with a kick-off committee hearing 
to start in November. Our Washington correspondent’s letter begins 
at page 848. Here is a refreshing but cheerless suggestion: public 
debt retirement in 115 years. Today it is a very common thing to 
advocate economy in government, balanced budgets and reduction of 
the public debt. Senator Wallace F. Bennett of Utah has a concrete 
proposal as to how that goal can be realized. He proposes an addi- 
tional income tax when necessary to guarantee an annually balanced 
budget and a surplus of $2.5 billion. 


Here is how the tax would work: “The existence and amount 
of any deficit below the desired surplus of $2.5 billion can be deter- 
mined soon after July 1, and the amount of the special tax can then 
be calculated and collected with other taxes due the following April 
for the taxable year which began with the preceding January.” This 
“make up” tax would be limited to 10 per cent of the rate in any 
one year. 


Senator Bennett explained that the amount of $2.5 billion was 
chosen since it was about 1 per cent of the present debt. He also 
pointed out that even at this rate, it would take 115 years of such a 
surplus to retire the debt, to say nothing of how long it would take 
if the debt should increase. Looking at the matter another way, the 
Senator said that “it will take 6 years to pay for the accumulated 
deficits prior to the thirties, 11 years to pay for the deficits of the 
thirties, and 10 years to pay for our excess spending since 1946. The 
wartime deficits will require 84 years to repay.” 
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N THE JULY ISSUE, we published an article by Mr. Carl 

R. Smith of Peat, Marwick, Mitchell & Company, which 
discussed certain tax advantages in establishing foreign base 
operations in Puerto Rico. This article piqued the interest of 
Mariano H. Ramirez, general counsel of the Puerto Rican 
Economic Development Administration, and he has sent us a 
recently released ruling regarding the tax treatment in Puerto 
Rico of local branches of foreign corporations. He points out, 
in his accompanying letter, certain advantages of a foreign 
base operation in a jurisdiction associated with the United 
States having the same currency, common citizenship, similar 
commercial laws, no barriers to trade between each other and 
the same constitutional protection of rights to persons and 
property. The full text of the July 16 release by Puerto Rican 
Secretary of the Treasury José R. Noguera follows: 


“A foreign corporation, registered in Puerto Rico, filed 
with the Secretary of the Treasury a petition for a ruling as to 
its tax liability under the Commonwealth’s Income Tax Act 
of 1954, on income earned by its local branch from operations 
carried out in foreign countries. 


“In the light of the facts set forth in the petition, it was 
ruled that no tax liability would accrue with respect to income 
derived from such operations. 


“Recently, the Secretary of the Treasury has been receiv- 
ing requests for copies of said ruling or that it be printed and 
published. The Secretary wishes to clarify that this is not 
possible because of the confidential character of the ruling. 
The latter reveals the plans of the petitioner and the mode of 
execution thereof. 


“However, it is considered desirable, for the benefit of 
those interested, to make public the legal basis on which the 
ruling issued stands. 


“Section 231(c) of the Income Tax Act of 1954 provides 
that in the case of a foreign corporation or partnership gross 
income includes only gross income from sources within Puerto 
Rico, This provision is identical to that contained in Section 
31(b) of the Income Tax Act of 1924, which exempts income 
of such foreign corporations and partnerships, derived from 
sources without Puerto Rico. 
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“The provisions of law relating to the allocation of income 
as to sources are contained in Section 119 of the Income Tax 
Act of 1954. This section sets forth the rules applicable to 
items of income such as interest, dividends or profits, com- 
pensation for labor or personal services, rentals or royalties, 
and gains from the sale of real or personal property. 


“Generally, according to said Section 119, the items of 
income listed in the preceding paragraph will be considered 
from sources without Puerto Rico in the following cases : 


“1.—IJnterest. Interest on bonds, notes, or other interest- 
bearing obligations of nonresidents, corporate or otherwise. 


“2.—Dividends or Profits. The amounts received as divi- 
dends or profits from a corporation or a partnership, when 
80 percent or more of the gross income of such corporation or 
partnership for the three-year period ending with the close of 
its taxable year preceding the declaration of such dividends or 
distribution of said profits, or for such part of such period as 
the corporation or partnership has been in existence, was 
derived from sources without Puerto Rico. 


“3.—Compensation for Labor or Personal Services. The 
amount of compensation received for labor or personal services 
performed without Puerto Rico. 

“4.—Rentals and Royalties. The amounts received as such 
from property located without Puerto Rico or from any interest 
in such property, including rentals or royalties for the use or 
for the privilege of using without Puerto Rico, patents, copy- 
right, secret processes and formulas, good-will, trade marks, 
trade brands, franchises and other like property. 


“5.—Sale of Real Property. The gains, profits and income 
from the sale of real property located without Puerto Rico. 


“6.—Sale of Personal Property. Gains, profits and income 
derived from personal property acquired by the taxpayer within 
or without Puerto Rico and sold without Puerto Rico, but 
excluding property that has been produced in whole or in part 
by the taxpayer itself. Thus, the determining factor as to the 
source of income is the place where the sale takes place. This 
is fixed as the place where title to the property passes, or in 
lieu thereof, the other incidents of title. 

“In the case of personal property of the nature described 
in the preceding paragraph sold to customers in foreign 
countries by a Puerto Rican branch of a foreign corporation, 
provided that title to the property passes without Puerto Rico, 
a ruling to the effect that income therefrom corresponds to 
sources without Puerto Rico might be not disturbed by the 
fact that the activities of the branch include: 

“1. The solicitation of orders from customers outside 
Puerto Rico, 2. The acceptance of these orders in Puerto 
Rico. 3. The placing of such orders with local or foreign 
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suppliers. 4. The preparation or indorsement of shipping 
documents. 5. The keeping of records and accounts locally. 
6. The receipt in Puerto Rico of the proceeds of such sales 
and the deposit thereof in local banks. 


“However, it is always advisable for any company in- 
terested in engaging in such a type of activity in Puerto Rico 
to first request a ruling from the Secretary of the Treasury, 
since there might be present in certain cases variant or addi- 
tional facts which might affect the determination of the source 
of income and thus the tax liability of the petitioner.” 


N CONNECTION with the same article, Mr. Norman A. 
Peil, Jr., an attorney in Easton, Pennsylvania, writes of a 
recent experience he has had under Puerto Rican law. 


“In connection with the article by Mr. Carl R. Smith in 
your July, 1959 issue, on “Tax Havens’, I thought that you 
might be interested in the following information in connection 
with the statement made on page 626 of the article to the effect 
that liquidation of a tax exempt Puerto Rican company would 
result in tax-free income to a person having a bona fide resi- 
dence in Puerto Rico for a period of two years. 


“T recently concluded a liquidation of a company organized 
under the Puerto Rico Tax Incentive Act of 1948. The stock- 
holders included both Puerto Rican residents and residents of 
the United States. While it is quite clear from Section 6A of 
the act that dividend or profit distributions are tax exempt to 
persons residing in Puerto Rico, there has been some question 
as to the status of a liquidating distribution in view of the 
possible conflict between Section 7 of the act and Section 115(c) 
of the Puerto Rican Income Tax Law of 1954, as it would be 
integrated with Section 6B(1) of the 1948 Tax Exemption Act. 
See 7 Tax Law Review 428. 

“In the instant situation, a formal ruling concerning the 
tax status under Puerto Rican law of the distributions in 
liquidation was requested and received from the Secretary of 
the Treasury of the commonwealth. This ruling took the posi- 
tion that capital gains tax was payable on such liquidating 
distributions within the exemption period by both residents 
and nonresidents of Puerto Rico, It is my understanding that 
the Puerto Rican residents intend to litigate this ruling if it is 
applied upon audit of their returns; of course, because of the 
operations of the United States foreign tax credit, the United 
States shareholders would have nothing to gain by protesting 
said ruling.” 
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TAX-WISE NEWS 


THE FIXING OF A VALUE for a closely 
held stock, which is not listed and which is not traded, is always 
difficult. The taxpayers claimed the stock had a value of $252.85 per 
share, while the Commissioner claimed it had a value of $1,033 
per share. 

The Tax Court compromised on the figure of $900 per share, 
basing its conclusion on the entire record, but leaning heavily on 
capitalization of earnings,—Estate of David J. Levenson, CCH Dec. 
23,638(M), 18 TCM 535. 


W HAT IS “essentially equivalent to a divi- 


dend?” Well, that is hard to say, says the Tax Court. It depends 
on facts and circumstances. The opinion in the Decker case is helpful. 
In this decision, five stockholders entered into an agreement whereby 
the surviving stockholders would buy at book value the stock of him 
who died, Here is how they did it: 


The stockholders bought the stock from the widow or the estate, 
according to the agreement, but immediately sold the stock to the 
corporation for the same price they paid for it. The corporation held 
it as treasury stock. In other words, the stockholders obtained the 
money to pay for the stock from the corporation, but this was not a 
distribution essentially equivalent to a dividend. The corporation 
split the stock 100 to one and thereafter sold the treasury stock to 
key employees. 

The Tax Court said it looked to the “net effect of the distribu- 
tion.” Tax avoidance was not a major consideration. The corporation 
had a good dividend record. The object of the stockholders and the 
corporation was to prevent the stock from falling into the hands of 
widows, minors and outsiders—this was of benefit to the corporation. 
The corporation had a plan to sell the treasury stock to key employees. 
The cash paid out by the corporation would not wind up in the hands 
of the stockholders (who, the government charged, received a divi- 
dend) but in the estate of the deceased stockholder. The surviving 
stockholders received no economic benefit. They had the same amount 
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of cash and the same number of shares of stock after the transaction 
as they had before the death of the deceased stockholder.—John A. 
Decker, CCH Dec. 23,587, 32 TC —, No. 32. 


Damon RUNYON, JR., entered into a con- 
tract with a motion picture company to produce, release, distribute 
and exhibit a motion picture based on the life of his father. The 
picture was never made, but he received considerations for entering 
into the contract. He says the agreement constituted the sale of a 
capital asset, that is, his right of privacy in his own life and that of 
his deceased father, and that this right of privacy was property. Under 
the law of the State of New York, the right of privacy is not a prop- 
erty right.—Runyon v. U. S., 59-2 ustc 9619 (DC Fia.). 


r 

Tue LIFE of an unmarried traveling sales- 
man is a glamorous one—as all we desk-bound tax men know. But 
the sympathies of the Congressmen who drew up the tax law and 
the IRS men who enforce it lie with the married man who has a home. 
The unmarried traveling salesman is a man without a home, and a 
man without a home under the tax law isn’t to be allowed the same 
traveling expense deductions a married man might have. It is true 
the tax law says that all ordinary and necessary expenses paid or 
incurred during the taxable year in carrying on any trade or business 
like traveling while away from home are deductible, but first the 
taxpayer has to have a home. 

Mr. James travels in six states. He keeps a post office box in 
Reno, maintains a bank account there, keeps a few personal belong- 
ings (such as clothes and records) there and bought and licensed his 
automobiles in Nevada—but that wasn’t sufficient to make Reno his 
home. Home is where the tax deduction is, not where the heart is. 
James v. U. S., 59-2 ustc J 9618 (DC Nev.). 


‘ 

‘1 HE LAST WORD has been said on install- 
ment dealer's reserves. The Supreme Court decided the Hansen case 
on June 22. The Court held that the amount credited to the install- 
ment dealer’s reserve accounts by finance companies which purchase 
the dealer’s installment negotiable paper of the dealer’s customers is 
income and taxable to the dealer on an accrual basis when the credits 
are posted. This is a point about which the Commissioner, the Tax 
Court and several circuit courts disagreed. Here’s the way it works 
now: That 3 or 5 per cent of the price paid to the dealer for the 
installment paper which is withheld by the finance company and 
credited to the dealer's reserve account is in reality owed by the 
purchaser to the dealer. The purchaser, with the consent of the 
dealer, agreed with the finance company that it could retain that 
3 or 5 per cent and credit it on its books to a dealer’s reserve account. 

59-2 ustc J 9533. 
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A Simplified Computation for 
Substantially Disproportionate 
Stock Redemptions 


By ELIZABETH S. FRERET 


Stock redemptions under Code Section 302(b)(2) must 
satisfy one or more percentage tests which, in turn, 
require an advance determination of the after-distribution 
position of the redeeming shareholder. This article 
presents a time-saving method for determining that result. 


N RECENT ISSUES of Taxes there have appeared 

several articles describing formulae for solving the 
stock redemption problems inherent in Section 302(b) (2) 
of the Internal Revenue Code and Regulations Section 
1.302-2, including the seemingly more difficult case where 
stock of two or more stockholders is to be redeemed 
simultaneously.’ The formulae for multiple redemptions 
set forth in those articles are correct but somewhat com- 
plicated; and the purpose of this article is to present a 
far simpler method which likewise produces an exact 
result but without the use of multiple formulae or trial- 
and-error calculations. 


In fact, the computation of multiple redemptions 
under Section 302(b)(2) is no more difficult than calcu- 
lating the amount of stock required to qualify a single 
redemption as substantially disproportionate. The proce- 
dure is identical except that multiple redemptions require 
three additional steps involving elementary addition, divi- 
sion and multiplication, respectively. 


“ 


*Martin D. Ginsburg, “How to Compute Substantially Dis- 
proportionate Stock Redemptions,” 37 Taxes 387 (May, 1959); 
Peery Price, “The Disproportionate Redemption Formula,” 37 
TAXEs 633 (July, 1959); and “In This Issue,” 37 Taxes 567 (July, 
1959). 


Stock Redemptions 





Mrs. Freret is an associate in the law firm 
of Wenchel, Schulman & Manning, Washington, D. C. 


Chase Ltd., Photo 


The basic formula for computing 
both single and multiple redemptions 
is explained in Part I; Part II deals 
with the additional calculations re- 
quired where one of two or more 
redeeming shareholders wishes to re- 
deem or must redeem, in order to 
satisfy the 50 per cent test of Section 
302(b)(2)(B), an amount of stock 
greater than the minimum amount 
otherwise required under the 80 per 


cent test of Section 302(b)(2)(C). 


Part | 


To qualify for the capital gain treat- 
ment afforded a substantially dispro- 
portionate stock redemption by Section 





*The mathematics of these two require- 
ments, however, is different where there 
are either simultaneous redemptions by two 
or more stockholders or a series of redemp- 
tions deemed to be simultaneous under Sec. 


302(b)(2)(D). For example, a redemption 
of A’s stock in 1959, followed by a redemp- 
tion of B’s stock a year later, will be treated 
as a simultaneous redemption if the Internal 
Revenue Service discerns a plan lurking in 
the background. 

* This requirement poses no real mathe- 
matical problems except in the case of a 
multiple redemption in which one of the 
redeeming stockholders, prior to the re- 
demptions, owns 62.5 per cent or more of 
the total outstanding voting stock. See 
Part II. 

*If the corporation has more than one 
class of common stock outstanding (whether 
voting or nonvoting), the redemption must, 
in addition, satisfy a second 80 per cent test, 
based on the fair market values of the stock- 
holder’s and the corporation’s aggregate 


768 


September, 1959 ® 


302(b)(2), a stockholder ordinarily 
must meet only two requirements: * 


(1) After the redemption, the re- 
maining voting stock held by the 
stockholder must represent less than 
50 per cent of the corporation’s then 
outstanding voting stock.® 


(2) After the redemption, the per- 
centage (or ratio) of the corpora- 
tion’s then outstanding voting stock 
owned by the redeeming stockholder 
must be less than 80 per cent of the 
percentage (or ratio) of the corpora- 
tion’s previously outstanding voting 
stock owned by such stockholder be- 
fore the redemption.* 


common stock outstanding before and after 
the redemption. However, unless the re- 
deeming stockholder himself owns common 
stock of more than one class, the second 
80 per cent test based on fair market value 
can be disregarded since it is automatically 
satisfied if the redemption meets the first 
80 per cent test based on number of shares. 
Moreover, in satisfying the second 80 per 
cent test, the additional stock required to 
be redeemed may be either voting or non- 
voting common. 

It is also essential to determine whether 
the constructive ownership rules of Sec. 318 
will operate to increase the amount of stock 
deemed to be owned by the stockholder for 
purposes of the percentage tests of Sec. 
302(b)(2). For a discussion of attribution 
rules generally, see Ringel, Surrey and War- 
ren, “Attribution of Stock Ownership in the 
Internal Revenue Code,” 72 Harvard Law 
Review 209 (1958); for a review of the attri- 
bution problems inherent in Sec. 302(b) (2), 
see the Ginsburg article cited at footnote 1. 
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Single Redemption Formula 


Stated nonalgebraically, the mini- 
mum number of shares which a single 
shareholder must redeem is computed 
by (a) multiplying his preredemption 
stock interest (expressed in decimals) 
by 4, (b) subtracting the product 
from 5, (c) dividing the number of 
shares owned by him prior to re- 
demption by the difference and (d) 
rounding off the answer to the next 
higher number of shares. 


For example, if A owns 560 shares 
of M Corporation’s stock, represent- 
ing 55 per cent (or .55) of its out- 
standing voting stock, .55 is multiplied 
by 4 (which equals 2.2); 2.2 is then 
subtracted from 5 (which equals 2.8) ; 
and 560 is divided by 2.8 (which 
equals 200). Accordingly, to meet the 
80 per cent test, A must redeem at 
least 201 shares of stock. 

The above procedure can also be ex- 
pressed in terms of the following 
formula: 


“cc 


Letting “s” equal the minimum 
number of shares to be redeemed; 
“N” equal the number of voting shares 
owned by the redeeming shareholder 
prior to redemption; and “r” equal 
the ratio, expressed in decimals, of 
the redeeming shareholder’s voting 





stock to the total voting stock out- 
standing prior to redemption, then: 


To demonstrate the use of this for- 
mula, we will assume that A, who 
owns 120 (or 60 per cent) of M Com- 
pany’s 200 outstanding shares of vot- 
ing stock, wishes to redeem the 
minimum number of shares which 
will qualify as a substantially dispro- 
portionate redemption under Section 
302(b) (2). 


Accordingly: N = 120 and r = 
120/200 or .6. 


Inserting these values in the for- 
mula, we obtain: 


2.6 
s = 46.154 


That “s” 
if A were 


equals 46.154 means that 
to redeem 46 shares of 


stock, the ratio of his remaining shares 





(Footnote 4 continued) 


Once it has been determined how much 
additional stock is to be attributed to a 
redeeming shareholder, however, all the 
computations herein described are made as 
if the stockholder owned a total amount of 
stock equal to the sum of his own stock and 
that attributed to him. Accordingly, the 
problems of attribution can be disregarded 


for the purposes of this article. 

5 This formula, as well as the first formula 
set forth in the Ginsburg article, cited at 
footnote 1, at p. 290, is derived from the 
equation, N — s = .8N(T — s), in which “T” 


I 


equals the total number of voting shares 
outstanding prior to redemption. It will be 
noted that this equation is stated in terms 
of a value for “s’” which results in a post- 
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redemption interest of exactly 80 per cent 
(or .8) of the redeeming shareholder’s pre- 
redemption interest. The statute, of course, 
requires that the shareholder's postredemp- 
tion interest be less than 80 per cent of his 
preredemption interest, and, technically, we 
should therefore solve for a resulting in- 
terest of 79.99 per cent. However, the arith- 
metical computations are obviously simpler 
if we solve initially for 80 per cent, and then 
increase the final result (that is, the number 
of shares to be redeemed) to the next higher 
whole number, thereby assuring that the post- 
redemption interest is less than 80 per cent. 

°In solving this formula, it should be re- 
membered that the computations must be 
performed in a definite order: (1) Multiply 
“rc” by 4; (2) subtract the product of 4r 
from 5; (3) divide “N” by the difference 
between 5 and 4r. 
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to the company’s remaining shares 
would be more than 80 per cent of his 
preredemption interest of 60 per cent. 
To assure that the postredemption 
ratio is less than 80 per cent, we 
therefore round off the answer (46.154 
shares) to 47 (the next higher num- 
ber of shares)." 

After a redemption of 47 shares of 
his stock, A will own 73 of the com- 
pany’s then outstanding 153 shares 
of stock, which constitutes a post- 
redemption ratio of 73/153 (47.7 per 
cent) and represents 79.5 per cent of 
his preredemption ratio of 120/200 
(60 per cent). Otherwise stated, 80 
per A’s preredemption in- 
terest of 60 per cent is 48 per cent; 
therefore, to qualify as substantially 
disproportionate, A’s postredemption 
interest must be less than 48 per cent. 


cent of 


Multiple Redemption Formula 


The position of the Service with 
respect to simultaneous redemptions 
is set forth in Regulations Section 
1.302-3(b) * and is best described as 
requiring that each stockholder’s pre- 
redemption interest be computed as if 
there other redemptions, 
while his postredemption interest is 
computed as if all the other redemp- 
tions had occurred prior to his re- 
demption. While the calculation of 


‘It has already been noted that in finally 
determining the number of shares to be 
redeemed, the amount as computed must 
always be rounded off (in the case of a frac- 
tional number) or increased (in the case of 
a whole number) to the next higher number 
of shares. Conversely, but for the same rea- 
son (see footnote 5), the ratio “r” used in 
the formula should never be rounded off to 
the next higher decimal. For example, a 
ratio of .467713 should be rounded off, de- 
pending on the degree of accuracy required, 
to .467, .4677, 46771, or .467713. Generally 
speaking, if the total number of shares out- 
standing is less than 1,000, a ratio correct to 
the third decimal (for example, .467) is ade- 
quate; if more than 1,000 but less than 
10,000, to the fourth decimal; etc. 
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| say that the taxpayers would demand 
a change in [defense] procurement 
practices if the public but realized 

the full extent to which military 
contracting officials are spending 
millions and millions of their 
hard-earned tax dollars for goods and 
services because they refuse to take 
advantage of the savings that 
inevitably come from open competitive 
bids.—Senator John J. Sparkman. 


several interdependent unknowns might 
appear to be a difficult problem, the 
computation is, in fact, no more com- 
plex than determining the amount of 
a single redemption—the identical 
formula is employed, with one simple 
preliminary step and two equally 
simple concluding steps. 


In computing a simultaneous re- 
demption, we merely combine the pre- 
redemption holdings of the several 
redeeming stockholders and thereafter 
treat them, for purposes of the formula, 
as if they were a single stockholder. 
Thus, where there are multiple re- 
demptions, “N” in the formula 

N 


5 —4r 


will represent the sum of the voting 
shares owned by the redeeming share- 
holders prior to the redemption. 


*“Example. Corporation M has outstand- 
ing 400 shares of common stock of which 
A, B, C and D each own 100 shares or 

percent. No stock is considered construc- 
tively owned by A, B, C or D under section 
318. Corporation M redeems 55 shares from 
A, 25 shares from B, and 20 shares from C. 
For the redemption to be disproportionate 
as to any shareholder, such shareholder must 
own after the redemptions less than 20 per- 
cent (80 percent of 25 percent) of the 300 
shares of stock then outstanding. After the 
redemptions, A owns 45 shares (15 percent), 
3 owns 75 shares (25 percent), and C owns 
80 shares (26% percent). The distribution 
is disproportionate only with respect to A.” 
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Then, after applying the formula 
to find the value of “s” (the number 
of shares our hypothetical single 
shareholder would have to redeem), 
we allocate that number of shares 
between or among the redeeming 
shareholders in proportion to their 
respective holdings prior to redemption. 

To demonstrate the computations 
involved in a multiple redemption, 
we will assume the following facts: 


Corporation L, none of whose stock- 
holders is related within the meaning 
of Section 318, has 400 shares of vot- 
ing stock outstanding. It is desired 
to redeem under Section 302(b)(2) 
a part of the voting stock of three 
shareholders. Of these shareholders, 
A owns 180 shares (or 45 per cent) ; 
B owns 80 shares (or 20 per cent) ; 
and C owns 60 shares (or 15 per 
cent). 


The steps to be used are as follows: 


(1) Determine the aggregate num- 
ber of shares held by A, B and C.— 
The total number of voting shares 
owned by A, B and C is 320. We, 
therefore, will apply the formula as 
if there were but a single redeeming 
shareholder owning 320 of the corpo- 
ration’s 400 shares of outstanding 
voting stock. 


(2) Apply the formula with “N” 
equalling 320, the aggregate number 
of shares owned by the redeeming 
shareholders, and “r” equalling the 
ratio of their combined holdings to 
the total outstanding stock—that is, 
320/400 (or .8). 

®* To compensate for subsequent rounding- 
off discrepancies, it is essential that the ag- 
gregate number of shares to be redeemed 
also be rounded off to the next higher num- 
ber before undertaking Step 4 (the alloca- 
tion of those shares among the redeeming 
shareholders). 

” The proportionate interests of A, B and 
C are computed vis-a-vis each other, not 
vis-a-vis the total outstanding shares of the 
corporation. 


Stock Redemptions 


320 


§— (4x8) 


320 
5 — 3.2 


320 


1.8 


s = 177.7 (or 178) — the number of shares 
the hypothetical single shareholder 
would have to redeem.’ 


(3) Determine the proportionate 
interests of A, B and C, inter sese, 
prior to redemption.*°—Together A, 
B and C own 320 shares of stock. A 
owns 180/320 or 56.25 per cent; B 
owns 80/320 or 25 per cent; and C 
owns 60/320 or 18.75 per cent. 


(4) Apply the respective percent- 
age interests of A, B and C as deter- 
mined in Step 3 to the number of 
shares which the hypothetical single 
shareholder must redeem (178).— 
As to A: 56.25 per cent of 178 = 
100.1 (or 101). As to B: 25 per cent 
of 178 = 44.5 (or 45). As to C: 18.75 
per cent of 178 = 33.4 (or 34). 


(5) Proof.—After the aggregate 
of 180 shares of stock from A, B and 
C, Corporation L will have outstand- 
ing 220 shares of stock as compared 
to 400 shares prior to any of the re- 
demptions. The preredemption and 
postredemption interests of each stock- 


holder are, therefore, as follows: * 





While C’s postredemption ratio of 78.8 
per cent might seem too far below 80 per 
cent to be regarded as exact, note that if C, 
instead of redeeming 34 shares, had re- 
deemed 33 shares (which would leave the 
corporation with 221 shares outstanding in- 
stead of 220), his postredemption interest 
would be 27/221 or 12.22 per cent, which is 
81.47 per cent of 15 per cent. 





Preredemption 
Shares Interest 


180 45% 

(180/400) 
80 20% 

( 80/400) 
60 15% 

( 60/400) 


Fair Market Value Test 


Section 302(b)(2)(C) imposes a 
second 80 per cent test based on rela- 
tive fair market values before and 
after redemption in those cases where 
the corporation has more than one 
class of common stock outstanding: 
After redemption, the ratio of the fair 
market value of the stockholder’s re- 
maining common stock to the fair 
market value of the corporation’s 
then outstanding common stock must 
be less than 80 per cent of such ratio 
prior to redemption. Under the stat- 
ute, this additional test must be satisfied 
by a redeeming stockholder when- 
ever the corporation has more than 
one class of common outstanding and 
even though none of the classes is 
nonvoting common. However, as 
noted in footnote 4, a redeeming 
stockholder who himself owns only 
one class of common is not affected 
by the second test (except in some 
cases where the corporation also has 
voting preferred outstanding), inas- 
much as a redemption of his stock 
which meets the first 80 per cent test 
will necessarily also meet the second 
80 per cent test. 

In computing the number of shares 
which must be redeemed to satisfy 
the fair market value test, the same 
basic formula heretofore employed is 

N 
s= except that 
5 — 4r 
“s” represents the minimum fair 
market value (rather than the num- 
ber) of the shares which must be 
Y” represents the aggre- 


used, that is, 


redeemed; “) 
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Postredemption 

Shares Interest 
79 35.9% 
(79/220) 

35 15.9% 
(35/220) 

26 11.8% 
(26/220) 


Ratio 
79.8% 


79.5% 


78.8% 


gate fair market value of the redeem- 
ing shareholder’s common stock of all 
classes prior to redemption; and “r” 
represents the ratio, expressed in deci- 
mals, of the aggregate value of the 
redeeming shareholder’s common stock 
to the fair market value of the corpo- 
ration’s common stock outstanding 
before redemption. 


Thus, in the example given at page 
769, where A owns 120 of his cor- 
poration’s 200 outstanding voting 
shares, suppose that the corporation 
also has 500 shares of nonvoting com- 
mon outstanding, of which A owns 
100. If the voting common has a fair 
market value of $10 per share and the 
nonvoting common has a fair market 
value of $20 per share, the aggregate 
fair market value of A’s common stock 
before redemption is $3,200 (120 shares 
at $10 and 100 shares at $20), and the 
ratio of A’s common .to total com- 
mon, based on fair market values, is 
$3,200/$12,000 or .2666. Accordingly, 
the formula would read: 

N 
s= 


5—4r 


3200 


= 


5 — (4 X .2666) 


3.9336 


s = $813.50 (or $814) 
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Since A must also meet the first 80 
per cent test, which required a re- 
demption of 47 shares of his voting 
stock, and assuming that he wants to 
redeem a minimum amount of voting 
stock, the fair market value of the 47 
shares of voting common ($470) 
should be subtracted from the fair 
market value of the total redemption 
as determined by the formula ($814). 
The difference of $344, divided by $20, 
the per-share value of the nonvoting 
common, gives the number of shares 
of nonvoting common (18) which 
must also be redeemed in order that 
the redemption will satisfy both 80 per 
cent tests under Section 302(b)(2)(C). 


In multiple redemptions, where two 
or more shareholders own two classes 
of common, the same formula is used, 
with those stockholders being treated 
as a single stockholder. Thus, “N” 
in the formula will equal the fair market 
value of their combined holdings of 
voting and nonvoting common, and 
“r” will equal the ratio of “N” to the 
fair market value of the total common 
stock of both classes outstanding. 
After the requisite fair market value 
of the aggregate redemption (“s” in 
the formula) is determined, it is allo- 
cated between or among those stock- 
holders owning more than one class 
of common in proportion to the rela- 
tive fair market values of the common 
stock held by each, the amounts so 
allocated being then divided by the 
per-share value of the class or classes 
of stock to be redeemed, with the 
number of shares so determined al- 
ways being rounded off to the next 
higher number. 


In general, the fair market value 
test presents no formidable mathe- 
matical problems. However, in a 
multiple redemption, complications 
will be avoided if only nonvoting com- 
mon is used for that part of a redemp- 
tion which exceeds the amount of 
voting stock required to be redeemed 
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by the first 80 per cent test. Otherwise, 
if one or more stockholders, in order 
to satisfy the fair market value test, 
redeems an amount of voting stock 
in excess of the minimum number 
of voting shares required by the first 
80 percent test, the Fixed Multiple 
Redemption Formula in Part II must 
be used to compute the number of 
voting shares to be redeemed by the 
other stockholders. 


Also, because of the difficulty of 
establishing the fair market value of 
stock in unlisted companies, and the 
attendant risk that a revenue agent 
might later disagree with the values 
assigned by the taxpayer to the dif- 
ferent classes of common, it is un- 
likely that stockholders owning more 
than one class of common in an un- 
listed company will avail themselves of 
Section 302(b)(2) without redeeming 
enough additional shares over and 
above the minimum required by the 
second 80 per cent test to preclude an 
agent or a court from subsequently 
treating the distribution as a taxable 
dividend for failure to meet a fair 
market value test based on valuations 
different from those used by the stock- 
holder and his corporation. 


Table of Redemption Factors 


In many situations, a quick answer 
can be found for the simple redemp- 
tions (both single and multiple) de- 
scribed in Part I by using the following 


N 


table, based on the formula s = " 
5 — 4r 

It will be observed that the de- 
creases in the divisor are constant 
relative to the corresponding in- 
creases in the preredemption interest 
of the redeeming stockholder(s). It 
is therefore possible to determine 
from the table below the exact divisor 
for any preredemption percentage in- 
terest, either by interpolation or ex- 
trapolation. The only step that then 
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remains is to divide the number of 
shares owned preredemption by the 
redeeming stockholder (or stock- 
holders) by the divisor so found. The 
result will be the minimum number 
of shares to be redeemed (allocated 
proportionately among the redeeming 
stockholders in a multiple redemption). 


If the pre- The divisor 


redemption (5—4r) 

interest is: will be: 
10% 4.6 
20% 4.2 
30% 3.8 
40% 3.4 
50% 3.0 
60% 2.6 
70% 2.2 
80% 1.8 
90% 1.4 


For example, it is obvious from the 
above table that, as to a 45 per cent 
shareholder, the correct divisor would 
be 3.2, an amount halfway between 
the divisors for 40 per cent (3.4) and 
50 per cent (3.0). Thus, if the 45 per 
cent shareholder owned 650 shares of 
voting stock, he would have to re- 
deem 204 shares (650 divided by 3.2). 


Stated otherwise, the constant 
amount of decrease in the divisor is .4 
for every 10-point increase in the pre- 
redemption percentage interest of a 
redeeming stockholder, or .04 for 
every 1-point increase in the stock- 
holder’s preredemption percentage in- 
terest. Accordingly, if a redeeming 
stockholder owned 46.77 per cent of 








* Or where the Internal Revenue Service 
will treat the redemptions as simultaneous, 
notwithstanding the contrary wishes of the 
shareholders and their counsel. 

* There is apparently no real problem in 
the obverse situation—for example, where 
one of the redeeming stockholders is an 
estate which, because it qualifies under Sec. 
303, is entitled to redeem a smaller amount 
of stock than the minimum redemption which 
would be required under Sec. 302(b)(2). 
Here, it is understood to be the position 
of the Service that a concurrent redemption 
under Sec. 303 is not treated as one of 
several simultaneous redemptions. Rather, 
the Sec. 303 stock is regarded as having 
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the outstanding voting stock, the ap- 
propriate divisor would be 3.1292, 
computed as follows: 3.4 (the divisor 
for 40 per cent) minus .2708 (.04 times 
6.77, the excess of 46.77 per cent over 
40 per cent) which equals 3.1292. 
The above table may also be used 
in computing the minimum value of 
stock to be redeemed for purposes of 
the second 80 per cent test by treating 
the percentages shown thereon as the 
ratio between the fair market value of 
the common stock of all classes owned 
by the stockholder and the fair market 
value of the corporation’s common 
stock outstanding prior to redemption. 


Part Il 


In a situation where two or more 
shareholders wish to redeem simul- 
taneously,” there is a slight complica- 
tion if one of the shareholders de- 
sires to redeem a fixed amount of 
stock which exceeds the minimum re- 
demption computed as aforesaid. And 
an even more difficult problem arises 
whenever it is necessary to increase 
the minimum number of shares which 
would otherwise have to be redeemed 
by a majority shareholder in order 
to meet the 50 per cent test." 


Suppose, for example, given the 
facts of the example at page 771, that 
C wants to redeem 40 shares instead 
of 34 shares. 





been redeemed prior to the redemptions 
which are to be qualified as substantially 
disproportionate. In other words, if 300 
shares of stock owned by Estate A in Corpo- 
ration N, which has 3,000 shares outstand- 
ing, are to be redeemed under Sec. 303, and 
if B and C also wish to redeem some of 
their stock under Sec. 302(b) (2), the corpo- 
ration will be regarded as having only 2,700 
shares of stock outstanding immediately 
prior to the redemptions of B and C’s stock. 
And presumably the Service would adopt 
this same approach where one of several 
concurrent redemptions qualifies as a com- 
plete termination under Sec. 302(b)(3). 
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Unfortunately, we cannot simply 
add six shares to the 34 shares allo- 
cated to C, since that would further 
decrease the number of shares out- 
standing after the redemption, and 
the postredemption interest of A and 
B in the lesser number of outstanding 
shares would consequently be in- 
creased to a percentage which would 
exceed 80 per cent of their preredemp- 
tion interests. 

To compute the minimum amounts 
which A and B must redeem under 
these circumstances, a somewhat differ- 
ent formula must therefore be used. 


Fixed Multiple Redemption Formula 


Since we know in advance how 
many shares C will redeem (that is, 
40 shares), we will solve for the mini- 
mum number of shares which must 
be redeemed by A and B, whom we 
will describe as “variable  share- 
holders.” This time, therefore, we will 
treat A and B as a single shareholder, 
and after computing, by the following 
formula, the number of shares which 
the hypothetical single shareholder 
would have to redeem, we will allo- 
cate that number of shares between 
A and B in proportion to their re- 
spective holdings. 

Letting “s” equal the minimum 
number of voting shares to be re- 
deemed by the variable shareholders ; 
“T” equal the total voting shares of 
the company outstanding prior to re- 
demption; “N” equal the number of 
voting shares owned prior to redemp- 


tion by the variable shareholders; 
and “F” equal the fixed number of 
voting shares to be redeemed by the 
other shareholder, then: 
TN + 4NF * 
9 wtisttniadnacstadiiols 

5T — 4N 

To demonstrate the computations 
involved in this type of multiple re- 
demption, we wiil assume the same 
facts as in the example at page 771— 
that is, A owns i20 shares, B owns 
80 shares, and C (who is redeeming 
40 shares) owns 60 shares of Corpora- 
tion L’s 400 shares of outstanding 
stock. The steps to be used are: 


(1) Determine the aggregate num- 
ber of shares owne‘ by A and B, the 
“variable shareholders.”—The total 
number of shares owned by A and B 
is 260 (180 + 80). 

(2) Apply the formula (with “N” 
equalling 260, the aggregate number 
of shares owned by A and B). 

TN +4NR 
ST —4N_ 
(400 x 260) + (4 x 260 x 40) * 





(5 x 400) 
104000 + 41600 


(4 x 260) 


2000 — 
145600 


1040 





960 


s = 151.7 (or 152) ™ 


(3) Determine the proportionate 
interests of A and B, inter sese, prior 





* This formula is derived from the equa- 


tion, N — s = 8N (T — s — F). It is, of 


I 

course, equally applicable to a situation where 
there are to be only two simultaneous re- 
demptions, one of which is in a predeter- 
mined, fixed amount. In such a case, “N” 
in the formula represents the shares owned 
other shareholder 
(rather than the aggregate of shares owned 
by several variable shareholders) ’ 


preredemption by the 


and “s” 
represents the number of shares such other 
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shareholder will 
out allocation). 

* As noted in footnote 6, the mathemati- 
cal order of precedence must be observed: 

(1) Add the product of TN to the prod- 
uct of 4NR. 

(2) Subtract the product of 4N from the 
product of 5T. 

(3) Divide the sum in (1) by the differ- 
ence in (2). 

* As explained in footnote 9, this amount 
should be rounded off to the next higher 
number prior to allocation. 


have to redeem (with- 
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Existing tax laws must be revised 

to give small business room to breathe 
and expand. Present taxes . . . leave 
the little businessman bearing 

far more than his share of the burden. 
—-Representative Tom Steed. 


to redemption.—Together A and B 
own 260 shares of stock. Of this total, 
A owns 180/260 or 69.2 per cent; and 
B owns 80/260 or 30.8 per cent. 


(4) Apply the respective percent- 
age interests of A and B as de- 
termined in Step 3 to the number of 


Preredemption Shares 
Shares Interest Redeemed 

A 180 45% 106 
(180/400) 

B 80 20% 47 
(80/400) 

Cc 60 15% 40 
(60/400) 


Fifty Per Cent 
Multiple Redemption Formulae 


In the situation where a majority 
stockholder owning 62.5 per cent or 
more of the corporation’s voting 
stock ** and one or more minority 
stockholders wish to redeem simultane- 
ously under Section 302(b) (2), the cal- 
culation of their respective redemptions 
requires two formulae. The first of 
these two formulae is employed to com- 
pute the number of shares to be re- 
deemed by the minority holder (or 
holders), while the amount of the ma- 
jority stockholder’s redemption is there- 
after computed by the second formula. 
Thus, “N” in the first formula be- 
comes the number of shares owned 





“If the majority stockholder owns less 
than 62.5 per cent of the corporation’s stock 
prior to the redemptions, the multiple re- 
demption formula set forth in Part I should 
be used, since a minimum redemption which 
meets the 80 per cent test with respect to a 
stockholder owning less than 62.5 per cent 
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shares which the hypothetical single 
shareholder must redeem (152). 


As to A: 69.2 per cent of 152 = 
105.2 (or 106). As to B: 30.8 per cent 
of 152 = 46.8 (or 47). 


(5) Proof.—After the redemption 
of 40 shares of C’s stock, 106 shares of 
A’s stock and 47 shares of B’s stock 
(a total redemption of 193 shares), 
Corporation L will have 207 shares of 
stock outstanding as compared to 400 
shares prior to the redemptions. The 
preredemption and postredemption in- 
terests of each stockholder are, there- 
fore, as follows: 


Postredemption 

Shares Interest Ratio 

74 35.7% 79.3% 
(74/207) 

33 15.9% 79.5% 
(33/207) 

20 9.6% 64.0% 
(20/207) 


preredemption by the minority stock- 
holder (or, if there are two or more 
minority stockholders who wish to 
redeem, the aggregate number of 
shares which they own prior to re- 
demption) and “M,” in both formulae, 
represents the majority stockholder’s 
shares prior to redemption. 


66.99 


Letting “s” equal the minimum 
shares to be redeemed by the minority 
stockholder (or holders); “v”’ equal 
the number of shares to be redeemed 
by the majority stockholder; “T” 
equal the total voting shares outstand- 
ing prior to redemption; “N” equal 
the voting shares held by the minority 
holder(s) prior to redemption; and 


(Continued on page 850) 





of the outstanding shares will necessarily 
result in a postredemption holding which 
is also less than 50 per cent of the stock 
outstanding after the redemption (for ex- 
ample, 80 per cent of 62.4 per cent equals 
49.92 per cent, whereas 80 per cent of 62.5 
per cent equals exactly 50 per cent). 
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" the RISE and FALL of a slogan 





By FREDERICK BERNAYS WIENER 


Strip and drift mining is a prevalent practice in the mining of coal. 
The tax law recognizes the right to a depletion allowance 

in connection with this natural resource, and this article discusses 

that right and to whom it may belong 

in tracing the doctrine of ‘economic interest’’ through court decisions. 


HE EMERGENCE of a series of rulings, in the Tax Court and 

in courts of appeals in two circuits, which allowed a deduction 
for depletion to persons simply contracting to mine coal owned by 
others, on the footing that such contractors had an “economic interest” 
in the mining enterprise, represented an interesting illustration of the 
timelessness of Mr. Justice Holmes’s observation: “It is one of the 
misfortunes of the law that ideas become encysted in phrases and 
thereafter for a time cease to provoke analysis.” ? 

However, it also represented a somewhat frightening example of 
how concentration on the rounded words of a nonstatutory expression, 
with complete disregard of the essential qualifications which originally 
accompanied them, can result in the complete perversion of an act of 
Congress. The words “economic interest” were bandied about as 
though they were a slogan shouted from the hustings or peddled by 
hucksters to the detriment not only of the law, but of the vital interests 
of many taxpayers. 


*Hyde v. U. S., 225 U. S. 347, 384, 391. 

Cf. Guy v. Donald, 203 U. S. 399, 406: “As long as the matter to be considered 
is debated in artificial terms there is a danger of being led by a technical definition 
to apply a certain name, and then to deduce consequences which have no relation 
to the grounds on which the name was applied.” (Justice Holmes.) 

See also Lowden v. Northwestern National Bank, 298 U. S. 160, 165: “When 
things are called by the same name it is easy for the mind to slide into an assump- 
tion that the verbal identity is accompanied in all its sequences by identity of 
meaning.” (Justice Cardozo.) 
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Now, however, the Supreme Court, 
in Parsons v. Smith, has cleared the 
atmosphere by reaffirming the funda- 
mental principle underlying the deple- 
tion allowance, namely, that entitlement 
to it requires (1) an economic interest 
(2) in the mineral in place that (3) 
represents a capital investment. Con- 
sequently, unless the Internal Reve- 
nue Service persists in adhering to 
some of its former positions—either 
in litigation or in new regulations— 
the phrase “economic interest,” stand- 
ing alone and stripped of its integral 
qualifications, will be relegated to 
limbo along with other discarded catch 
phrases such as “freedom of con- 
tract,” “massive resistance,” and 
similar relics of lost legal causes. 
Nonetheless, since questions concern- 
ing depletion will continue to be con- 
stantly presented, it seems worthwhile 
to review the rise and fall of the “eco- 
nomic interest” doctrine; to consider 
whether there are still situations in 
which it might be revived; to dwell 
briefly upon the effect of the 1951 
coal amendments and of the 1954 
Internal Revenue Code; and to in- 
quire whether the Supreme Court’s 





Frederick Bernays Wiener is a member of the 
District of Columbia bar. 
author of Effective Appellate Advocacy, and 
in 1953-1954 was reporter to the committee 
of the United States Supreme Court which 

prepared that Court's Revised Rules of 1954. 


He is the 


latest expressions presage an early 
demise of that other peculiar monu- 
ment to “economic interest”—the 
case of Commissioner v. Southwest 
Exploration Company.® 


Strippers and Drift Miners 

Law arises out of facts, so Lord 
Coke and the worthies of old properly 
insisted, and the cases dealing with 
coal contractors’ right to share in the 
depletion allowance reflect the in- 
creasing prevalence of strip and drift 
mining in the current status of the 
coal industry. 

In areas where bituminous coal is 
found in thick seams of from 50 inches 
to ten or 12 feet, underground mining 
has become an increasingly mechan- 
ized operation, so that in 1957 some 
80 per cent of all underground coal 
was cut by machines. Where the thick 
seams are reasonably close to the sur- 
face, mining is done by stripping, that 
is, large shovels and draglines strip 
off the earth and expose and then 
mine the coal. Today some 25 per 
cent of all bituminous coal is mined 
by stripping.* Petitioners in both 





* 59-1 ustc J 9366, 359 U. S. 215, aff’g 58-1 
ustc J 9392, 255 F. 2d 595 (CA-3), and aff’g 
Huss v. Smith, 58-2 ustc J 9579, 255 F. 2d 599 
(CA-3). 

* 56-1 ustc J 9304, 350 U. S. 308. 

*Present-day bituminous coal production 
trends and figures are discussed in Minerals 
Y earbook—Fuels (H. R. Doc. 23, 84th Cong., 
Ist Sess.), Vol. II, pp. 30-93; Sherman and 
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MacMurphy, Facts About Coal (United 
States Department of Interior, Bureau of 
Mines, 1955 Ed.), pp. 11-21; Mineral Facts 
and Problems (United States Bureau of 
Mines Bulletin 556, 1956), pp. 121-124; 
Bituminous Coal Facts 1958, pp. 13-18; Bitu- 
minous Coal and Lignite in 1957 (Bureau of 
Mines Mineral Market Summary No. 2839, 
September 26, 1958), pp. 28-68. 
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cases decided by the Parsons opinion 
were strippers; it is accurate to say 
that stripping is most widely practiced 
in the coal regions of Ohio, Pennsyl- 
vania, Illinois, Kentucky and Indiana. 

In the Virginia-West Virginia area, 
most coal is found in seams less than 
3 feet thick. Such shallow seams are 
known as “low coal’; they are not 
capable of being mined by mechani- 
zation, as no automatic machinery 
can cut or load low coal. The coal is 
therefore extracted by the process of 
“drift mining,” which consists of 
“facing” the side of the coal-bearing 
hill—removing the earth to expose 
the coal seam—and then mining di- 
rectly into the hill, cutting away the 
coal as it is reached by a horizontal 
opening. (In mining terminology, a 
“drift” is a horizontal tunnel made 
into the side of a hill as distinguished 
from a “shaft,” which is a vertical 
opening straight down into the earth.) 

Drift mining is essentially a mar- 
ginal operation and, therefore, most 
owners or shallow coal 
seams employ independent contrac- 
tors to do the actual mining. This 
relieves the former of the expenses 
of providing equipment and maintain- 
ing an elaborate organization. In 
many instances, shallow thin-seamed 
drift mines are worked by miners 
who have suffered technological un- 
employment in consequence of the 
widespread mechanization of thick- 


lessees of 


seamed mines. 
Where the contract to mine is made 


with a lessee, the latter is generally 


party to a lease providing for a mini- 
mum royalty payable whether or not 
any mining is done, and normally 
requiring the lessee to pay all real 
estate taxes as well. In the usual in- 
stance, the lessee builds power lines 
and railroad sidings and, most im- 
portant, constructs a tipple. All coal 
mined by its contractors is brought 
to the tipple, where it is cleaned, washed, 
and graded as to size. This operation 
is an indispensable prerequisite to 
marketing the product, inasmuch as 
uncleaned and ungraded mine-run 
coal, in the condition in which it is 
delivered to the tipple, is not com- 
mercially salable.° 

Under the terms of the usual drift- 
mining agreement between a lessee 
(or fee owner) and a contractor, the 
former faces up the seam for entry 
by the contractor and directs the 
contractor where it is to mine. The 
contractor is compensated by being 
paid a fixed price for every ton of coal 
delivered at the tipple. This price is 
not subject to change retroactively, 
so any changes in price by agreement 
apply only to unmined coal. Thus, 
it is the owner or lessee of the coal 
land, and not the contractor, who 
bears the risk of the market. In the 
usual instance, the arrangement is 
terminable at the will of either party. 
Originally, most drift-mining contracts 
were oral, but after the United States 
Court of Appeals for the Fourth Cir- 
cuit disregarded specific findings of 
fact by a district judge as to the terms 
of an oral drift-mining contract,® land- 
owners and lessees—in self-defense— 





*See, as to the importance of cleaning 
coal, the following references in the works 
already cited at footnote 4: Minerals Year- 


book—Fuels, at pp. 93-113; Facts About Coal, 


at pp. 21-22; Mineral Facts and Problems, at 
pp. 124-125; Bituminous Coal Facts 1958, 
at pp. 17-18; Bituminous Coal and Lignite in 
1957, at pp. 69-80. 

® Stilwell v. U. S., 58-1 ustc J 9163, 250 F. 
2d 736 (CA-4), rev’g 57-2 ustc J 9697, 152 
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F. Supp. 111 (DC Va.). The statement in 
the text is fully supported by the following 
excerpts from the two opinions: 

(1) Finding 14, 152 F. Supp. 113: “14. The 
contract entered into between plaintiffs and 
Paragon was terminable at the will of either 
party.” 

Fourth Circuit opinion, 250 F. 2d 739: 
“The contract was not terminable by Para- 

(Continued on following page) 
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have come to insist on written agree- 
ments. 


Drift mining differs in some re- 
spects from strip mining. The strip 
miner normally builds his own roads; 
he must find the coal in a general area 
assigned to him; he must furnish his 
own power; and he has a larger in- 
vestment because his machinery is 
larger and hence more expensive. 
Drift miners, on the other hand, usually 
do not build any roads or supply power 
lines; they mine only as and where 
directed by the landowner or lessee; 
and their capital investment in ma- 
chinery is very substantially smaller. 


Rationale of Depletion Allowance 


Some 30 years ago, in U. S. v. 
Ludey,’ Mr. Justice Brandeis with his 
customary lucidity explained the ra- 
tionale of the depletion allowance 
granted by the internal revenue laws 
to owners of mineral deposits. He 
said: 

“The depletion charge permitted as 
a deduction from the gross income in 
determining the taxable income of 
mines for any year represents the re- 
duction in the mineral contents of the 
reserves from which the product is 
taken. The reserves are recognized 
The depletion ef- 


as wasting assets. 


fected by operation is likened to the 
using up of raw material in making the 
product of a manufacturing establish- 
ment. As the cost of the raw material 
must be deducted from the gross in- 
come before the net income can be 
determined, so the estimated cost of 
the part of the reserve used up is 
allowed. The fact that the reserve 
is hidden from sight presents difficul- 
ties in making an estimate of the 
amount of the deposits. The actual 
quantity can rarely be measured. It 
must be approximated. And because 
the quantity originally in the reserve 
is not actually known, the percentage 
of the whole withdrawn in any year, 
and hence the appropriate depletion 
charge, is necessarily a rough esti- 
mate. But Congress concluded, in 
the light of experience, that it was 
better to act upon a rough estimate 
than to ignore the fact of depletion.” * 


He added: “In essence, the deduc- 
tion for depletion does not differ from 
the deduction for depreciation.’”® 


In this connection, it is significant 
that in the first income tax act follow- 
ing adoption of the Sixteenth Amend- 
ment, Congress lumped depreciation 
and depletion under a single heading.’ 
Later, beginning with the Revenue 
Act of 1918 and continuously there- 
after, the depletion allowance pro- 








(Footnote 6 continued) 


gon as long as taxpayers’ operations were 
satisfactory and the coal could be profitably 
marketed. This is not a case where 
the contract is clearly terminable at the will 
of either party ... .” 

(2) Finding 16, 152 F. Supp. 113: “16. 
Plaintiffs completed their obligation under 
the contract by delivering the coal to Para- 
gon’s tipple and thereupon became entitled 
to their compensation for mining the coal 
by virtue of Paragon’s personal covenant to 
pay for such services at the amount per ton 
previously agreed upon by the contracting 
parties. Plaintiffs were not concerned with 
the sale price Paragon received for the 
coal.” 
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Fourth Circuit opinion, 250 F. 2d 739: 
“This is not a case where the con- 
tractor’s income is dependent upon the per- 
sonal covenant of those with whom he has 
contracted without regard to the price at 
which the coal is sold.” 

1 ustc J 234, 274 U. S. 295. 

* 274 U. S. 302. 

*274 U. S. 303. 

*Sec. II B [Deductions] of the Act of 
October 3, 1913, Ch. 16, 38 Stat. 114, 167: 
os . sixth, a reasonable allowance for the 
exhaustion, wear and tear of property aris- 
ing out of its use or employment in the 
business, not to exceed, in the case of mines, 
5 per centum of the gross value at the mine 
of the output for the year in which the 
computation is made ... .” 
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visions of the internal revenue acts 
have provided, with hardly any change 
in phraseology : “In the case of leases, 
the deductions shall be equitably ap- 
portioned between the lessor and 
lessee.” ** 

In the case of oil wells, it soon be- 
came apparent that a rigid application 
of conventional common law estates 
might work an injustice; in Palmer v. 
Bender ** it was held that where the 
owner of an oil or gas lease trans- 
ferred his lease to another in con- 
sideration of a bonus and royalties, 
the bonus so received was a return 
pro tanto of the transferor’s capital in- 
vestment in the oil, entitling such trans- 
feror to a depletion allowance. 

Mr. Justice Stone, speaking for the 
United States Supreme Court, said: 


“In the present case the two part- 
nerships acquired by the leases to 
them, complete legal control of the 
oil in place. Even though legal own- 
ership of it, in a technical sense, re- 
mained in their lessor, they, as lessees, 
nevertheless acquired an economic in- 
terest in it which represented their 
capital investment and was subject 
to depletion under the statute. Lynch 
v. Halworth-Stephens Co. [267 U. S. 
364] .. When the two lessees 
transferred their operating rights to 
the two oil companies, whether they 
became technical sublessors or not, 
they retained, by their stipulations for 
royalties, an economic interest in the 
oil, in place, identical with that of a 
lessor. Burnet v. Harmel [287 U. S. 
103]; Bankers Pocahantas Coal Co. v. 
Burnet [287 U. S. 308] . . Thus, 
throughout their changing relation- 
ships with respect to the properties, 





™Sec. 23(m), 1939 Code; Sec. 23(m) of 
the Revenue Acts of 1938, 1936 and 1934; 
Sec. 23(1), Revenue Act of 1932. 

In Sec. 23(1) of the Revenue Act of 1928, 
the word was “deduction” in the singular. 


In Sec. 214(a)(9) of the Revenue Acts of 
1926 and 1924 and in Sec. 214(a)(10) of the 
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the oil in the ground was a reservoir 
of capital investment of the several 
parties, all of whom, the original 
lessors, the two partnerships, and 
their transferees, were entitled to share 
in the oil produced. Production and 
sale of the oil would result in its 
depletion and also in a return of capi- 
tal investment to the parties accord- 
ing to their respective interests. The 
loss or destruction of the oil at any 
time from the date of the leases until 
complete extraction would have re- 
sulted in loss to the partnerships. 
Such an interest is, we think, included 
within the meaning and purposes of 
the statute permitting deduction in 
the case of oil and gas wells of a 
reasonable allowance for depletion ac- 
cording to the peculiar conditions in 
each case.” ** 

A few years later, the Court in Hel- 
vering v. Bankline Oil Company re- 
viewed the cases and emphasized that 
the depletion allowance was not avail- 
able to one who had no capital invest- 
ment in the mineral deposit. 

Chief Justice Hughes said: 

“In order to determine whether re- 
spondent is entitled to depletion with 
respect to the production in question, 
we must recur to the fundamental 
purpose of the statutory allowance. 
The deduction is permitted as an act 
of grace. It is permitted in recogni- 
tion of the fact that the mineral de- 
posits are wasting assets and is 
intended as compensation to the owner 
for the part used up in production. 
United States v. Ludey, 274 U. S. 295, 
302. The granting of an arbitrary de- 
duction, in the case of oil and gas 





Revenue Acts of 1921 and 1918, the provision 
read: “In the case of leases, the deductions 
allowed by this paragraph shall be equitably 
apportioned between the lessor and the lessee.” 

* 3 ustc J 1026, 287 U.S. 551. 

* 287 U. S. 558. 

* 38-1 ustc J 9154, 303 U. S. 362. 
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wells, of a percentage of gross income 
was in the interest of convenience 
and in no way altered the funda- 
mental theory of the allowance. United 
States v. Dakota-Montana Oil Co., 288 
U. S. 459, 467. The percentage is ‘of 
the gross income from the property’, 

a phrase which ‘points only to the 
gross income from oil and gas’. Hel- 
vering v. Twin Bell Syndicate, 293 
U. S. 312, 321. The allowance is to 
the recipients of this gross income by 
reason of their capital investment in 
the oil or gas in place. Palmer v. 


Bender, 287 U. S. 551, 557. 


“It is true that the right to the 
depletion allowance does not depend 
upon any ‘particular form of legal 
interest in the mineral content of the 
land’. We have said, with reference 
to oil wells, that it is enough if one 
‘has an economic interest in the oil, 
in place, which is depleted by pro- 
duction’; that ‘the language of the 
statute is broad enough to provide, 
at least, for every case in which the 
taxpayer has acquired, by investment, 
any interest in the oil in place, and 
secures, by any form of legal relation- 
ship, income derived from the ex- 
traction of the oil, to which he must 
look for a return of his capital’. Pal- 
mer v. Bender, supra. But the phrase 
‘economic interest’ is not to be taken 
as embracing a mere economic advan- 
tage derived from production, through 
a contractual relation to the owner, 
by one who has no capital investment 
in the mineral deposit. See Thomas 
v. Perkins, 301 U. S. 655, 661.” %5 





* 303 U. S. 366-367. 

* 303 U.S. 368. 

“See Treasury Regs. 101, Art. 23(m)-1. 
“Treasury Regs. 103, Sec. 19.23(m)-1, 
dated August 23, 1939. 

"Treasury Regs. 103, Sec. 19.23(m)-1, 
was applicable to tax years beginning after 
December 31, 1938. It was not amended in 
any respect presently pertinent. 
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He added: 


“Undoubtedly, respondent through 
its contracts obtained an economic 
advantage from the production of the 
gas, but that is not sufficient. The 
controlling fact is that respondent 
had no interest in the gas in place. 
Respondent had no capital invest- 
ment in the mineral deposit which 
suffered depletion and is not entitled 
to the statutory allowance.” * 


The Bankline Oil case was decided 
in March, 1938. The differentiation 
made therein between economic in- 
terest acquired by capital investment 
and mere economic advantage ob- 
tained by contract was not reflected 
in the regulations that were pro- 
mulgated on July 15, 1938, to imple- 
ment the Revenue Act of 1938," but 
it was written almost literally into 
the first regulations under the In- 
ternal Revenue Code of 1939.'* There 
have been minor changes in the eco- 
nomic-interest v. economic-advantage 
paragraph since then;’® none are 
significant in the resolution of the 
basic issue discussed in the present 
article. For the years 1942 to 1951 
inclusive, which included the periods 
considered in Parsons v. Smith, the 
regulation in force was Treasury Regu- 
lations 111, Section 29.23(m)-1, which 
read in pertinent part as follows: 


“An economic interest is possessed 
in every case in which the taxpayer 


has acquired, by investment, any 
interest in mineral in place or stand- 
ing timber and secures, by any form 
of legal relationship, income derived 
from the severance and sale of the 





Treasury Regs. 111, Sec. 29.23(m)-1, was 
applicable to tax years beginning after De- 
cember 31, 1941. There have been two 
amendments here pertinent: T. D. 5413, 
1944 CB 124, and T. D. 6021, 1953-2 CB 169. 

The regulation applicable to years begin- 
ning after December 31, 1951, is Treasury 
Regs. 118, Sec. 39.23(m)-1(a) and (b). It 
has not been amended in any respect now 
pertinent. 
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We as a people boast of rights and 
liberties, but rights are as 

nothing without redress and protection 
in the courts.—Charles S. Rhyne, 
former president of the 

American Bar Association. 


mineral or timber, to which he must 
look for a return of his capital. But 
a person who has no capital invest- 
ment in the mineral deposit or 
standing timber does not possess an 
economic interest merely because, 
through a contractual relation to the 
owner, he possesses a mere economic 
advantage derived from production. 
Thus, an agreement between the 
owner of an economic interest and 
another entitling the latter to pur- 
chase the product upon production 
or to share in the net income derived 
from the interest of such owner does 
not convey a depletable economic 
interest.” *° 

So much for the underlying ration- 
ale of the depletion allowance as de- 
veloped in the early opinions of the 
Supreme Court on the point, and then 
carried into the Treasury Regulations 
virtually in haec verba.”" 


Before going on to consider the 
later blurring of the basic concept, it 
seems appropriate to dwell briefly on 
the argument, occasionally met with 
in judicial opinions ** and strongly 
pressed on the Supreme Court in 
Parsons v. Smith, to the effect that 
the purpose of the depletion allow- 
ance was to stimulate the develop- 
ment of natural resources and to 
compensate the prospector for the 
risks inherent in his activities. 

That argument completely 
support in authoritative materials. 
The legislative references adduced 
in the Parsons case, presumably the 
strongest that astute and resourceful 
counsel could find, consisted either of 
expressions of individual legislators’ 
views ** which, of course, carry no 
weight ** or else were committee re- 
ports dealing with related questions 
without direct bearing on the basic 
purpose of the depletion allowance.” 


lacks 


Moreover, most of the arguments 
emphasizing the risk factor have been 
made not to justify the depletion 
allowance as such nor to explain its 
rationale, but to justify the amount 
of percentage depletion for oil and 





* No doubt Sec. 1.611-1(b)(1) of the pro- 
posed regulations under the 1954 Code will 
be redrafted in the light of Parsons v. Smith 

*The present article discusses only the 
right, if any, to the percentage depletion 
allowance granted by Secs. 23(m) and 114, 
1939 Code. The statutory development of 
the depletion allowance, which culminated 
in the present percentage depletion method, 
is set forth in U. S. v. Dakota-Montana Oil 
Company, 3 ustc { 1067, 288 U. S. 459, 
460-461, and in Helvering v. Twin Bell Oil 
Syndicate, 35-1 ustc § 9014, 293 U. S. 312, 
315-318. 

* See Weirton Ice & Coal Supply Company 
v. Commissioner, 56-1 ustc J 9404, 231 F. 2d 
531, 534 (CA-4); Commissioner v. Hamill 
Coal Corporation, 57-1 ustc J 9259, 239 F. 2d 
347, 350-351 (CA-4), both discussed below. 

* Hearings Before the Senate Finance Com- 
mittee, 65th Cong., 2d Sess., on the Revenue 
Act of 1918, p. 44; Hearings Before the House 
Committee on Ways and Means, 69th Cong., 
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Ist Sess., on the Revenue Act of 1926, at p. 
164; 65 Congressional Record 2799-2800; 78 
Congressional Record 6182-6183. 

* For example, U. S. v. McKesson & Rob- 
bins, 351 U.S. 305, 313-315; U. S. v. Wright- 
wood Dairy Company, 315 U. S. 110, 125. 


* Thus, S. Rept. 617, 65th Cong., 3d Sess., 
p. 6, cited by both sets of petitioners and by 
amicus curiae supporting them, dealt pri- 
marily with a lower surtax for the ultimately 
successful prospector Sec. 211(b) of 
the Revenue Act of 1918) and for an in- 
creased depletion allowance to meet his sit- 
uation (Sec. 214(a)(10)). 

Similarly, H. Rept. 1, 09th Cong., Ist Sess., 
p. 6, cited by both sets of petitioners, dis- 
cussed only “Discovery Value” in connec- 
tion with discovery depletion. The Senate 
amended the bill to introduce the percentage 
depletion method (S. Rept. 52, 69th Cong., 
Ist Sess., pp. 17-18), and the House then 
concurred in substance (H. Rept. 356, 69th 
Cong., Ist Sess., pp. 31-32 (Amendment 6) ). 


783 


(see 





gas, which ever since 1926 has been 
fixed at 27% per cent of gross in- 
come per annum.*® Whatever the 
merits of that figure—and to lawyers 
not representing oil and gas clients 
an annual depletion that high would 
appear to underestimate substantially 
the useful life of the average oil or 
gas well *’—and whatever the merits 
of the arguments pro and con on that 
point, they bear only on the amount 
of depletion to be allowed and not 
on whether there should be such an 
allowance or to whom it should go. 

Finally, even on the assumption 
that compensation for risk is a factor 
properly to be considered, it is simply 
not possible to equate the situation 
of the coal stripper, engaged by con- 
tract to remove the overburden from 
known coal lands, or of the drift 
miner, who mines the side of a hill 
where actual seams have been ex- 
posed for him to work, with that of 
the prospector for oil and gas, who 


“frequently expends many years and 


99 28 


much money in fruitless search. 
It is utterly unrealistic to suggest 
that the coal stripper or the drift 
miner assumes a risk that is different 
in any degree from the risk inherent 
in any other contracting job in any 
other field of activity. Without ques- 
tion, the Supreme Court’s early de- 
cisions on depletion lent no support 
to either risk or encouraging-of-pros- 
pecting rationalization that was ad- 
vanced in the Parsons case. 

It is time now to consider the later 


cases‘ in the Supreme Court. Two 


The judicial department comes home 
in its effects to every man's fireside; 
it passes upon his property, his 
reputation, his life, his all._— 

Chief Justice Marshall. 


others were decided on the same day 
as Bankline Oil,” but a few years 
later the discussion in Anderson v. 
Helvering *° did little to clarify mat- 
ters; and at the 1945 term there was 
laid down a foundation of confusion 
on which the lower courts in time 
rested their series of “economic in- 
terest” sloganeering cases. In the first 
depletion decision at that term, Kirby 
Petroleum Company v. Commissioner,"' 
the Court found it necessary to “ex- 
plain” three earlier decisions; * in 
the second depletion case at the same 
term, Burton-Sutton Oil Company v. 
Commissioner,*® the prevailing opinion 
was occupied with extensive “expla- 
nations” of one of those same earlier 
decisions * that the Court had just 
finished “explaining” in Kirby Pe- 
troleem only a few months earlier. 


This circumstance prompted Mr. Jus- 
tice Frankfurter to say: 


“Nothing better illustrates the gos- 
samer lines that have been drawn by 
this Court in tax cases than the dis- 
tinction made in the Court’s opinion 
between Helvering v. Elbe Oil Land 
Co., 303 U. S. 372, and this case. To 
draw such distinctions, which hardly 
can be held in the mind longer than 
it takes to state them, does not achieve 
the attainable certainty that is such 





*Sec. 204(c)(2), Revenue Act of 1926; 
Sec. 114(b)(3), Revenue Acts of 1928, 1932, 
1934, 1936 and 1938, and 1939 Code; Sec. 
613(b) (1), 1954 Code. 

See also the committee reports cited at 
footnote 25. 

“Cf. Baker and Griswold, “Percentage 
Depletion—A Correspondence,” 64 Harvard 
Law Review 361. 

* S. Rept. 617, 65th Cong., 3d Sess., p. 6. 

*” Helvering v. O'Donnell, 38-1 ustc J 9156, 
303 U. S. 370; Helvering v. Elbe Oil Land 
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Development Company, 38-1 ustc § 9155, 303 
U.S. S72. 

” 40-1 ustc J 9479, 310 U. S. 404. 

** 46-1 ustc J 9149, 326 U. S. 599. 

* 326 U. S. 605-606, discussing the Ander- 
son, Elbe Oil Land Development Company 
and O’Donnell cases. 

* 46-1 ustc J 9243, 328 U. S. 25. 

328 U. S. 29-37, discussing the Elbe Oil 
Land Development Company case. 
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tax matters, nor 


a desideratum in 
does it make generally for respect 
of law.” * 


More recently—in 1956—the Court 
in Commissioner v. Southwest Explo- 
ration Company**® attempted a ra- 
tionalization of all its prior decisions 
in an endeavor to determine what 
factors “constitute the requirement 
of ‘an economic interest’.” It found 
that requirement satisfied in the two 
situations there considered, where the 
taxpayer conducting the actual min- 
ing could not do so except through 
the use of another’s land, saying: 

“We decide only that where, in the 
circumstances of this case, a party 
essential to the drilling for and ex- 
traction of oil has made an indis- 
pensable contribution of the use of 
real property adjacent to the oil de- 
posits in return for a share in the net 
profits from the production of oil, 
that party has an economic interest 
which entitles him to depletion on 
the income thus received.” * 


It may well be questioned whether 
Chief Justice Hughes or Justice Bran- 
deis or Justice Stone, who first for- 
mulated the reasons underlying the 
depletion allowance and the limita- 
tions on its application, would have 
concurred in the that a land- 
owner who owned not a drop of oil 
was entitled to depletion on the in- 
come derived’ from his having con- 
tributed nonoil-producing real estate 
to the mining venture. But 
attempting to evaluate the present 


view 


bef re 





vitality of the Southwest Exploration 
doctrine, it seems appropriate to re- 
view the lower-court coal-mining cases 
expounding the “economic interest” 
doctrine and then to consider the 
effect of Parsons v. Smith. 


Development 
of ‘Economic Interest’ Slogan 

If, as many judges have insisted, 
“cases that are not argued are not 
well decided,” it is certainly signifi- 
cant that—because of the illness of 
counsel—Burton-Sutton Oil Company 
v. Commissioner * went unargued for 
the government.*® No doubt the case 
was not intended to mark a new de- 
parture. But doctrinal fission in the 
Supreme Court, or what appears to 
be such, is all too apt to set off a 
chain reaction below; soon the Fourth 
Circuit, in Commissioner v. Gregory 
Kun Coal Company,* was relying on 
Burton-Sutton to grant depletion to 
a mere contractor and, thus, to alter 
completely the basic concept of the 
mineral depletion allowance. Even 
the question was stated in terms that 
reflected the deviation : 

“The question involved is whether 
the taxpayer, who mined the coal un- 
der the contracts herein described, as 
distinguished from the taxpayer, who 
held the leases on the coal land, had 
such an economic interest in the opera- 
tion as to entitle it to take the deduc- 
tion for depletion allowed by the federal 


statutes.” ** (Italics supplied.) 





"325 U.S. 3. 

See Matagorda Shell Company, CCH Dec. 
22,875, 29 TC 1060, 1070: ‘Admittedly, to 
paraphrase [the foregoing excerpt], the 
many cases dealing with this question have 
drawn gossamer distinctions, which can 
hardly be remembered for longer than it 
takes to state them, between those who do 
and those who do not possess an economic 
interest in the mineral product.” 

Compare the remark attributed to Pro- 
fessor Samuel Williston in connection with 
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a thin distinction: “I can state it, but don’t 
ask me to repeat it.” 

” Cited at footnote 3, at pp. 313-314. 

* 350 U. S. 317. 

* Cited at footnote 33. 

*” See Journal of the Supreme Court (Octo- 
ber Term, 1945), pp. 195-196, 199. 

“54-1 ustc J 9342, 212 F. 2d 52 (CA-4), 
cert. den., 348 U. S. 828. 


“212 F. 24 55. 
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The italics emphasize the extent of 
the departure from economic interest 
representing a capital investment in 
the mineral deposit, which was the 
limitation attached to the 

interest” concept as first 


essential 
“economic 
formulated in the opinion in Palmer 
v. Bender*® and as restated by Chief 
Justice Hughes in //elvering v. Bank- 
line Oil Company," both quoted above. 
Relying on  Burton-Sutton, — the 
Fourth Circuit, in the Gregory Run 
then allowed the contractor a 
depletion allowance, concluding that 
“in the pending case the rights of the 
producers were completely dependent 
upon the extraction of the 
product and that consequently they 
were entitled to share in the benefits 
of the statute which were designed to 
give compensation to persons inter 
ested in the production of a wasting 


case, 


salable 


aout.” * 


To the contrary, as Chief Justice 
Hughes was at pains to point out in 
the Bankline Oil Company case, “the 
phrase ‘economic interest’ is not to be 
taken as embracing a mere economic 
advantage derived from production, 
through a contractual relation to the 


one who has no capital 
5 


owner, by 
investment in the mineral deposit.” 


The Third 


deviation of 


Circuit espoused the 
the Fourth Circuit in 
Commissioner v. Mammoth Coal Com- 
pany,” and allowed depletion to a 
coal stripper on the ground that “the 
interest which the stripper acquired 
in the case at bar was sufficiently 
significant to entitle it to percentage 
depletion.” ** Some stress was appar- 
ently laid on the stripper’s use of ma- 
chinery worth about a million dollars. 


But the emphasis in the Supreme 


“ Cited at footnote 12, at p. 558 

“ Cited at footnote 14, at pp. 366-368 

“212 F. 2d 61 

” Cited at footnote 14, at p. 367. 

“56-1 ustc § 9106, 229 F. 2d 535 (CA-3), 


cert. den., 352 U. S. 824. 
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Court’s depletion cases had not been 
on investment in machinery, where 
the owner is allowed a depreciation 
allowance, but on capital investment 
in the mineral deposit, which the 
stripper plainly did not have. 


Interestingly enough, in the de- 
cision following Mammoth Oil in the 
reports, the Ninth Circuit emphasized 
and returned to the underlying con- 
cepts formulated by the Supreme 
Court. That decision was Usibelli v. 
Commissioner,** which denied deple- 
tion to a stripper mining government- 
owned lands on the ground, essen- 
tially, that he had no interest by in- 
vestment in the coal in place. In the 
course of the decision, the Ninth Cir- 
cuit dispelled a widespread miscon- 
ception regarding the depletion allow- 
ance, saying: 

“The depletion deduction allowed 
by these sections is not to be con- 
strued, as petitioner contends, as a 
reward to those persons who actually 
for the risks inherent 
In common with indus 


mine the coal 
in extraction, 
try generally those engaged in ex 
traction of minerals on a_for-hire 
basis receive their tax benefit through 
depreciation and obsolescence allow 
ances, and not through an allowance 
for the depletion of the mineral de- 
posit on which they happen to be 
working.’’*® 

The court the 
requirement of a capital investment 


emphasized basic 


in the mineral in place, which is 
necessarily reduced as the mineral is 
extracted, adding: “Obviously then 


not every person engaged in the 
extraction of a mineral can claim a 


depletable interest.” 
"220 F.2d 537. 
* 56-1 ustc J 9142, 229 F. 2d 539 (CA-9). 
® 229 F. 2d 541. 
” 229 F. 2d 543. 
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During the years he was President, 
Lincoln never balanced the budget. 
He worried about the costs of 
government and the steadily increasing 
national debt. Lincoln had to choose 
between conflicting values and he chose 
the greater ones. He could have 
balanced the budget and lost the Union. 
He could have held down the national 
debt and perpetuated slavery. 
—Senator George D. Aiken. 


Also, the court said: 

the individual miners 
cannot be said to possess a depletable 
interest in the mineral even though 
their jobs depend upon its continued 
availability. Nor can the railroad trans- 
porting the coal to the breaker, or 
the contractor operating the breaker, 
claim a_ sufficient interest 
to warrant a depletion deduction even 
though exhaustion of the mineral de- 
posit would drastically curtail their 
revenue. 


“Certainly, 


economic 


Such persons may be said 
to derive an economic advantage from 
the continued extraction of the coal, 

“But the phrase “economic inter- 
est’’ is not to be taken as embracing 
a mere economic advantage derived 
from production, through a contrac- 
tual relation to the owner, by one 
who has no capital investment in the 
mineral deposit’.” © 


Concluding that “petitioner by the 
contract acquired an economic advan- 
tage but no economic interest in the 
coal in place,” *? the Ninth Circuit 
approved the Tax Court’s denial of 
a depletion allowance to the stripper. 

The next case involves a return to 
the Fourth Circuit, which in Weirton 
[ce & Coal Supply Company v. Com- 
missioner ** again allowed a stripper 
to deduct a depletion allowance. The 


"Citing the Bankline Oil Company case, 


cited at footnote 14, at p. 367, and the 
O'Donnell case, cited at footnote 29, at p. 372. 
*3 229 F. 2d 546. 


8 Cited at footnote 22. 
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court’s opinion emphasizes the mis- 
conceptions on which its decision was 
rested. 

The court said: “It is well estab- 
lished that the purpose of the de- 
pletion allowance provisions of the 
statute was to encourage the explo- 
ration of natural resources which are 
exhausted upon recovery Wi 
This is not so. See the 
above, and the pertinent quotation 
from Usibelli. The purpose is to com- 


discussion 


pensate the owner of a wasting asset 
for using up that asset in the course 
of his business, just as a factory owner 
is allowed a depreciation allowance 
on his machinery or a_ professional 
man on his furniture. 

It was also stated: “No stronger 
proof that Weirton had in effect the 
right to mine the coal could be found 
than in its willingness to invest 
$500,000 in the enterprise.” * But 
taxpayers who invest in “the enter- 
prise” are not entitled to a depletion 
deduction; it is only taxpayers who 
invest in a mineral deposit who are 
granted that allowance. 

Proceeding on those misconceptions, 
it is not surprising that the Fourth 
Circuit, following Gregory Run Coal 
Company and Mammoth Coal Com- 
pany, granted the contractor a deple- 
tion and held that there 
was no conflict with Usibelli because 
there the contractor did not have the 
right to mine to exhaustion! ** Why 
that should make differ- 
ence is not explained, nor could it 


allowance 


factor any 
be since, of course, the allowance is 
without 
exhaustion. 


available regard to actual 


In Commissioner v. Hamill Coal Cor- 


poration,” the same question arose in 
another context because the taxpayer 


*231 F. 2d 534. 
* 231 F. 2d 535. 
* 231 F. 2d 536. 


* Cited at footnote 22. 
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was the lessee and the question was 
whether its depletion allowance was to 
be shared with its contractor, Daniel 
Coal Company. The taxpayer-lessee 
built the tipple, designated the areas 
to be mined, paid the contractor an 
agreed rate regardless of the market 
price, and mined additional coal after 
terminating its contract with Daniel. 
The Fourth Circuit followed its earlier 
decisions and held that the contractor 
in those circumstances was entitled 
to a depletion allowance, with a con- 
sequent reduction in the allowance 
available to the taxpayer. The same 
fallacies as those heretofore exposed 
underlie the reasoning of the court. 

For example: “These observations 
[as to the details of the arrangement] 
are pertinent but when the whole case 
is considered they do not justify the 
conclusion that Daniel had no 
nomic interest in the enterprise, as 
that phrase has been interpreted by 


eco- 


the Courts.” 

\nother example: “In our opinion 
these conditions created an economic 
interest in the mineral in place not 
only in the taxpayer but also in Daniel, 
both of whom made a substantial in- 
vestment and took a substantial risk 
dependent upon the successful sale of 
the coal.” 58 

However, unless there is an invest- 
ment in the mineral, mere economic 
interest in the enterprise does not 
establish any right to the depletion 
that is then involved 
is “economic advantage” in the sense 
defined by Chief Justice Hughes in 
Bankline Oil Company, and from 


allowance; all 


thence carried verbatim into the regu- 
lations. 

Finally, in Stilwell v. U. S.,%° the 
Fourth Circuit allowed depletion to 
a contractor, in disregard of specific 
findings of fact that the contract was 
terminable at will and that the con 
tractor bore no risk of fluctuating 
market prices.®° Both factors plainly 
negatived any economic interest of 
the Stilwells in the coal, as distin- 
guished from economic advantage in 
a contract providing for extraction of 
the coal and, certainly, the Stilwells 
had not invested a penny of capital 
in the coal deposits. The 
that case, which was not a party to 
the litigation, stood to lose substantial 
sums when the government decided 
not to seek certiorari. Accordingly, 
to protect its interests, it filed a brief 
amicus curiae in Parsons v. Smith, op- 
posing the petitioners there.® 


lessee in 


By way of conclusion from this 
series of cases that have been reviewed, 
it is fair to assert that the Fourth 
Circuit’s rulings were erroneous, basi- 
cally because they ignored the pur- 
pose of the depletion deduction and 
because they accordingly concentrated 
on the concept of “economic interest” 

a wholly nonstatutory expression 
prior to 1944 and which Congress 
never applied to 
prior to 1951 


mineral deposits 


applying it as though 
it were a slogan while ignoring its 
essential qualification, namely, that it 
must be an economic interest in a 
wasting mineral asset which repre- 
sents a capital investment. Thus the 


independent mining contractor, whose 





* 239 F. 2d 350-351. 

® Cited at footnote 6. 

” See excerpts at footnote 6. 

" Together with LeRoy Katz, of the Blue- 
field, West Virginia bar, the writer of the 
article represented the contractor, Paragon 
Jewel Coal Company, in preparing its brief 
amicus curiae. Such action was deemed nec- 
essary not only because the government had 
refused to seek review of the Stilwell case, 
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but also because the Solicitor General, in 
Parsons and Huss, had suggested the stake- 
holder nature of the government's position, 
since “to the extent that the strip miner is 
allowed a depletion deduction, there must 
be a corresponding disallowance of the de 
duction to the owner of the property.” (Re- 
spondent’s Memos., Nos. 218 and 305, Oc- 


’ 


tober Term, 1958, pp. 3-4.) 
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investment in machinery was returned 
to him through a depreciation allow- 
ance, received—by plain perversion of 
the purpose of the statute—a percent 
age depletion allowance in addition, 
based on the wasting of a mineral 
asset which he never had owned and 
in which he never had invested any 
of his own capital. 

The foregoing specifications of er- 
ror, first made by way of argument, 
have since been fully substantiated 
by the Supreme Court’s decision in 
Parsons v. Smith. It will now be ex- 
amined in detail. 


High Court 
Reaffirms Fundamentals 

The Third Circuit—which in the 
Mammoth Coal case *? had espoused 
the neighbor, the 
Fourth Circuit—beat a cautious back- 
track to orthodoxy in two stripper 


heresies of its 


cases, Parsons v. Smith® and Huss 
v. Smith.6* In both, taxpayers had 
contracts with owners of coal lands 


to strip mine those properties and to 
deliver only to the landowners the 
coal they mined, receiving in return 
a fixed price per ton. Both contracts 
were terminable at will by either 
party—in the the Parson’s 
firm at the contractor’s request, since 


case of 


that contractor wished to be free to 
return to other pursuits, primarily 
road-building. In both cases, the con- 
had built 
the cost of which was included 


tractors roads and power 
lines, 
‘ited at footnote 46. 
‘ited at footnote 2 

“Cited at footnote 2, aff’g 57-1 
{ 9538, 150 F. Supp. 224 (DC Pa.). 


® Parsons case: 


~ 


63 


~ 


UsTC 


“In characterizing an as- 
serted interest a court will be guided by the 
total picture revealed by the facts of the 
case at hand.” (255 F. 2d 596.) Huss case: 
“However, the controversies involve differ- 
ent arrangements between different parties 
concerning different tracts. And circum- 
stances peculiar to a particular stripping ar- 
rangement may be decisive for or against 
the claimed depletion deduction. Therefore 
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in their compensation. Both contrac- 
tors’ primary capital investment was 
in the machinery and equipment 
used in their work; the Parsons firm’s 
investment in equipment reached 
$250,000; that of the Huss firm ran 
to $500,000. The Parsons firm’s con- 
tract was not exclusive; other con- 
tractors later succeeded it in mining 
the same areas. The Huss firm’s con- 
tract was an exclusive one. The Par- 
sons firm was not obliged, nor did it 
have the right, to mine to exhaustion ; 
the Huss firm did mine to exhaus- 
tion in the sense that they were to 
continue only until further work was 
deemed unprofitable. 


On these states of fact, the Third 
Circuit affirmed the denial of a de- 
pletion allowance to both contractors 
in suits seeking refunds brought by 
each in the district court. Judge Has- 
tie rested his opinions on the facts 
in both cases,” but affirmed the judg- 
ments below essentially because the 
arrangements did not differ 
the normal payment to an independ- 
ent contractor for accomplishing an 
result” and the 
contractors’ essential capital invest- 


“from 


agreed ” because 
ment was in equipment and machinery 
and not in indicated in 
unmistakable though diplomatic terms 
that he was not prepared to follow 


the Fourth Circuit in its “borderline 


coal.** He 


cases.” * 
on the grounds that the possibility of 
termination did not affect the present 


Judge Kalodner dissented, 


it is necessary to consider separately and in 
some detail the facts upon which the strip- 


per relies in this case.” (255 F. 2d 600.) 


* 255 F. 2d 597. 
*255 F. 2d 599, 
"255 F. 2d 598: “That court has cer- 


tainly gone as far as any other in recogniz- 
ing depletable interests in strippers.” 

2d 601: “We are not what 
that Court of Appeals would do in review- 
ing a decision against the stripper on the 
facts of our case. But regardless of that, 
still persuaded that an affirmance 


255 F. sure 


we are 
. ” 
is proper. 
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69 


“economic interest,’ 
“the taxpayers depended solely 
production for their return” 
that, based on his reading of 
Southwest Exploration case, “no 
in the min- 


existence of an 
that 

upon 
and 
the 
money 
eral deposit.” . 


need be invested 
0 

Certiorari was applied for, and, no 
doubt in large measure because the 
government joined in the petitions for 
the reason that “it is important in the 
administration of the revenue laws 
that the issue presented be finally 
resolved,” *! it was granted.”” 

The Parsons firm argued that it 
“contributed far more than tan- 
gible property. It staked its entire 
business operation, including its know- 


how, payroll and equipment, on the 
gamble that marketable coal would 
be discovered and exploited. This 


was its investment.” ** For the rest, 
the Parsons firm relied essentially on 
the rationale of the Southwest E xplo- 
ration and of the Fourth 
Circuit discussed in detail 
petitioners argued 
interest 


decision 
decisions 
above. The /uss 
that they “had an economic 
in the coal in place by virtue of their 
extract the mineral, their 
risks of discovery 
and their complete 
dependence upon extraction of the 
mineral for their return.” 7* Both sets 
of petitioners argued that the termi 
nation and fixed-price features of their 


right to 
assumption of all 
and production, 


respective contracts were immaterial. 


The 


former collector, reverted to the basic 


government, representing the 
purpose of the depletion allowance ; 
discussed all the cases in the Supreme 
that the 
situation differed from that presented 


Court; argued petitioners’ 


2d 599, 602-603. 
2d 603 
Nos. 218 and 


™ Respondent’s Memos., 
305, October Term, 1958, p. 4. 


* Significantly enough, certiorari to re 


view Mammoth Coal Company had been de- 
nied, and both petition and cross-petition 
790 September, 


195? © 





in Southwest Exploration Company, 
without questioning that ruling; and 
said: 

“To obtain an economic interest in 
the coal in place, a stripper must at 
least have the right (1) to mine all 
or a substantial portion of the tract, 
(2) to extract a substantial number 
of tons of the mineral, or (3) to con 
tinue stripping operations for a suf- 
ficient time so that he can be certain 
of being able to remove a substantial 
amount of coal. See G. C. M. 26290, 
1950-1 Cum. Bull. 42. For otherwise 
there is no real nexus between the 
stripper’s capital investment and the 
mineral in place. 
basic 
entitled to a de- 


“We reiterate the 
that, in order to be 
pletion allowance, the taxpayer must 
interest in the 


propositi« nm 


have an mineral in 


place. 


“We think it clear that the mine own- 
not given 
their ownership of the coal by per 
mitting the strippers to mine it pur- 


ers have up any part of 


suant to arrangements under which 
the owners retained the right to termi- 
nate the operation at will, and the 
strippers had no right to dispose of 
the coal except to them.” ? 


In its unanimous opinion, the Su- 
preme Court, speaking through Mr. 
Justice Whittaker, prin- 
ciple of Palmer v. Bender, where it had 


stressed the 


been said: 

“The language of the statute is broad 
enough to provide, at least, for every 
case in which the taxpayer has ac 
quired, by investment, 


any interest 


to review Gregory Run Coal Company had 
also been denied. See footnotes 40 and 46. 
yrief, No. 218, p. 22. 

No. 305, pp. 10-12. 
Nos. 218 and 305, 


’ Petitioners’ |} 
* Petitioners’ brief, 

® Re sponde nt’s brief, 
pp. 32, 35, 40. 
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We are no longer a confederation of 
sovereign States, we are 50 States 
kowtowing to Washington 

begging a little bit of aid for this 
and a little for that because our 
paternalistic central Government has 
taken such a huge cut out of the tax 
potential that there is no longer 
enough tax money left for State and 
local governments to carry out 
functions that should be theirs.— 
Representative John P. Saylor. 


in the oil in place, and secures, by any 
form of legal relationship, income de- 
rived from the extraction of the oil, 
to which he must look for a return 
of his capital.” 

The Court emphasized that the prin- 
ciples of the Palmer case had been 
recognized and applied in every one 
of its subsequent decisions, pointed 
out that the Palmer and Bankline lan- 
guage had been copied into the 1939 
regulations, and then said: 

“Petitioners do not dispute that these 
the controlling principles, but 
rather they contend that they come 
within those that allow the deduction. 


are 


They argue that by their contracts 
to mine the coal, and particularly by 
contributing their equipment, organ- 
izations and skills to the mining project 
as required by those contracts, they, 
in legal effect, made a capital invest- 
ment in, and thereby acquired an 
economic interest in, the coal in place, 
which was depletable by production, 
and that they are therefore entitled 
to take the deduction against their 
gross income derived from those 
mining operations. 

“We take a different view. It stands 
admitted that before and apart from 
their contracts, petitioners had no 
investment or interest in the coal in 
place. Their asserted right to the 
deduction rests entirely upon their 
contracts. Is there anything in those 
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contracts to indicate that petitioners 
made a capital investment in, or ac- 
quired an economic interest in, the 
coal in place, as distinguished from 
the acquisition of a mere economic 
advantage to be derived from their 
mining operations? We think it is 
quite plain that there is not. 

“By their contracts, which were 
completely terminable without cause 
on short notice, petitioners simply 
agreed to provide the equipment and 
do the work required to strip mine 
from designated the 
landowners and to deliver the coal 
to the latter at stated points, and in 
full consideration for performance of 
that undertaking the landowners were 
to pay to petitioners a fixed sum per 
ton. Surely those agreements do not 
show or suggest that petitioners ac- 
tually made any capital investment in 
the coal in place, or that the land- 
owners were to or actually did in any 
way surrender to petitioners any part 
of their capital interest in the coal in 
place. Petitioners do not factually as- 
sert otherwise. Their claim to the 
contrary is wholly based upon an 
asserted legal fiction. As stated, they 
claim that their contractual right to 
mine coal from the designated lands 
and the use of their equipment, organ- 
izations and skills in doing so, should 
be regarded as the making of a capital 
investment in, and the acquisition of 
the coal in 
place. But that fiction cannot be in- 
dulged here, for it is negated by the 
facts. 


coal lands of 


an economic interest in, 


“To recapitulate, the asserted fiction 
is opposed to the facts (1) that peti- 
tioners’ were in their 
equipment, all of which was movable 

not in the coal in place; (2) that 
their investments in equipment were 
through depreciation— 
not depletion; (3) that the contracts 
were completely terminable without 
cause on short notice; (4) that the 
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investments 


recoverable 








landowners did not agree to surrender 
and did not actually surrender to 
petitioners any capital interest in the 
coal in place; (5) that the coal at all 
after it was mined, be- 
longed entirely to the landowners, 
and that petitioners could not sell or 
keep any of it but were required to 
deliver all that they mined to the 
landowners; (6) that petitioners were 
not to have any part of the proceeds 
of the the 
contrary, they were to be paid a fixed 
sum for each ton mined and delivered, 
which was, as stated in Huss . . ., 
agreed to be in ‘full compensation for 
the full performance of all work and 
for the furnishing of all [labor] and 
equipment for the 
and (7) that petitioners, thus, agreed 
to look only to the landowners for all 


times, even 


sale of the coal, but, on 


required work’ M4 


sums to become due them under their 
contracts. Surely these facts 
show that petitioners did not actually 
make any capital investment in, or 
acquire any economic interest in, the 
coal in place, and that they may not 
having 


fictionally be regarded as 


done so.” 


Can Slogan Be Revived 


Under Other Factual Situations? 
The Supreme Court’s opinion, which 
has been quoted at some length to 
underscore its reasoning, would seem 
on its face to preclude any further 
emergence of the “economic interest” 
slogan by way of bobtailed substitute 
for the re-emphasized requirement of 
an economic interest in the mineral 
in place that represents a capital in- 
vestment. But it has been informally 
suggested by some government tax 
Smith 
not stand for any such generalized 
proposition and simply holds that the 


lawyers that Parsons v. does 


aggregate of the facts there presented 


® For example, Morrisdale Coal Mining 
Company, CCH Dec. 19,291, 19 TC 208; 
Matagorda Shell Company, cited at footnote 
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did not add up to eligibility for en- 
titlement to any part of the depletion 
allowance. It seems worthwhile to 
examine this suggestion briefly, for if 
it is adopted by the Service, either 
as a litigating position or by way of 
regulation under the 1954 Code, it is 
certain to be encountered in a good 
deal of litigation covering many tax 
years, even though Parsons plainly 
points the way for landowners and 
lessees to protect themselves in future 
contracts against any diminution of 
their depletion allowance. 

Accordingly, the factual 
elements previously emphasized by 
the lower courts in contractors’ de- 
pletion cases will now be considered 
in the light of Parsons v. Smith with 
a view to inquiring whether any of 
them, in any future may be 
expected to vary the broad principles 
so recently reaffirmed by the Supreme 
Court. 


several 


case, 


Fixed Price 

Any arrangement for stripping or 
for drift mining under which the con- 
tractor received a fixed price is con- 
sistent only with the notion that the 
owner of the land owned the coal, 
that he bore the burdens the 
benefits of ownership as the case 
might be, and that the contractor was 
paid for the labor of extracting a 
mineral that belonged to another. It 


and 


would indeed be a sort of 
ownership if the contractor could be 
insulated from fluctuations in the sale 


price of the product that he purport- 


strange 


edly owns. Accordingly, a good many 
decisions considered a fixed price per 
ton a virtually conclusive criterion 
for denying the contractor any per 
centage depletion.”® 

However, while a fixed-price ar- 
rangement suffices almost automati- 


35; Nathan Fink, CCH Dee. 22,894, 20 TC 
1119. 
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cally to bar the contractor’s claim to 
any share in the allowance for, per- 
centage depletion, the contrary con- 
sequence does not follow. Accordingly, 
the rulings holding that the stripper 
is entitled to depletion simply because 
his compensation for extracting the 
coal is measured by a percentage of 
the price at which it is ultimately 
sold ** seem erroneous. 

Where the contract is thus drawn, 
true that the contractor takes 
the risk of the market. Most contrac- 
do, in less degree. 


it is 


tors greater or 
But such a profit-sharing arrange- 
ment—or loss-sharing, as the case 
does not supply the primary 
that 


being depleted 


may be 
the coal deposit’s 
represent the 
Parsons 


requirement 
must 
taxpayer's capital investment. 
v. Smith has emphasized the essen 
tiality of ownership and of capital 
investment alike, and the circum- 
stance that the owner of the mineral 
finds another to share both his risks 
of loss and his hopes of gain does 
not amount to a transfer of ownership 
sufficient to justify a depletion allow- 
ance for the contractor who has no 
capital investment in the mineral in 
place. 


Terminability 


All three courts in the Parsons and 
//uss cases relied heavily on the pres 
ence of the terminability clause in 
denying the contractors any percent- 
age depletion.’* The same factor had 
been considered important in earlier 
cases elsewhere,” and expressions to 

"For example, James Ruston, CCH Dec 
19,310, 19 TC 284; Helen C. Brown, CCH 
Dec. 20,269, 22 TC 58; Virginia B. Coal 
Company, CCH Dec. 21,545, 25 TC 899; 
Walter Bernard McCall, CCH Dee. 21,991, 
of 8G tae. 

* Parsons, 250 F. 2d 597-598: Huss, 250 
KF, 2d 600-601; Parsons, respondent's brief, 
No. 218, October Term, 1958, p. 26; Huss, 
150 F. Supp. 231-233, 234. 


“‘Economic Interest’ 


the contrary now have only historical 
interest.*° 

It is submitted that the existence 
of a right to terminate is less signifi- 
cant as a fact than as a symptom: 
It is extremely unlikely—indeed, it 
would be utterly incomprehensible 
that any reasonable man would invest 
his capital on terms that could wipe 
him out, at any time and without any 
compensation, simply at another's 
whim. Therefore, while the absence 
of a termination clause does not estab- 
lish affirmatively that the stripper has 
made a capital investment, the pres- 
ence of such a clause is a conclusive 
indication that the stripper has not 
invested any capital in coal but has 
the 
for its extraction. 


merely made a contract with 


owner of the coal 
While every contract for the mining 
of coal made hereafter will undoubt- 
edly include a strict termination clause, 
it is submitted that the true rationale 
of Parsons v. Smith is the absence of 
capital investment which such a clause 
reflects rather than the existence of the 


clause itself. 


Exclusiveness 


\s has been noted, the contract of 
the 
and 


Parsons firm was not exclusive, 


other contractors succeeded them 


in mining the same areas; while the 
Huss contract, on the other hand, was 
exclusive. Some expressions in the 


earlier well as the dissent 


in //uss below, found in the fact that 


cases, as 


the contractor had the exclusive right 
to mine, support for a holding that it 


” For 
cited at 
rootnote 


Commissioner, 
ink, cited at 
disregard of the 
Stilwell v. U. S., 


example, Usthelli 
footnote 48; Nathan 
76; compare the 
finding of terminability in 
cited at footnote 6. 

“See Mammoth Coal Company, cited at 
footnote 46, at pp. 538-539; Weirton Ice & 
Coal Supply Company, cited at 
at p. 535; Judge Kalodner dissenting in 
Parsons and in Huss, cited at footnote 2, at 
pp. 602-603 


footnote 22, 
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was entitled to share in the depletion 
allowance.*! 

The Supreme Court’s opinion did 
not mention this factor, which, it is 
submitted, is entirely irrelevant. Ex- 
this 
commercial 


clusiveness vel non in case or 
similar ones is a fact of 
interest utterly without any legal sig 
nificance. Obviously, it is not feasible 
two with inde- 


pendent interests mining or attempting 


to have contractors 


to mine the same area simultaneously. 
\ny 


tions would set off a race of diligence, 


such effort in stripping opera 


with dangers of violence recalling the 
old-time construction of railroads by 
rival companies along substantially 
identical routes; in drift mining, which 
requires blasting to loosen the coal, 
nonexclusive mining would plainly be 
unsafe and in all likelihood fatal to 
those concerned. 

Insofar as a nonexclusive contract 
contemplates not simultaneous mining 
by two contractors, but termination 
by one followed by further operations 
the 
identical with those already canvassed 


by another, considerations are 


in connection with the significance 


of the termination clause. 


Mining to Exhaustion 


As has also been noted, the Parsons 
firm had no right to mine to exhaus 
tion while the Huss firm in effect did; 
the Third Circuit relied heavily on the 
former factor in its Parsons opinion,*? 
but in Huss rested its denial of per- 
centage depletion on the termination 
clause.** Earlier cases attached sub 
stantial weight to the circumstance 
that the 
took, or was permitted, to mine a 


contractor involved under 


"For example, Mammoth Coal Company, 
cited at footnote 46, at p. 538; Hamill Coal 
Corporation, cited at footnote 22, at p. 350; 
James Ruston, cited at footnote 77; Walter 
Bernard McCall, cited at footnote 77, at p. 
136; Judge Kalodner dissenting in Fluss. 


™ Cited at footnote 2, at p. 597. 
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particular area to exhaustion.** The 
Supreme Court in its recent opinion 
did not mention that factor. 


That omission, it is submitted, em- 
phasizes the irrelevance of mining to 
exhaustion. It is difficult, if indeed 
not impossible, to find any connection 
whatever between the right to mine 
an area to exhaustion and the right 
to a depletion allowance in the mineral. 
The latter allowance belongs to the 
owner of the mineral whose capital 
asset is being depleted. The circum 
stance that the contractor’s work will 
eventually come to an end does not, 
standing alone, entitle him to an al 
lowance for the depletion of another’s 
capital asset which he has contracted 
to mine any than the 
exhaustion factor entitles the individ- 
ual miner who is employed by the 
contractor to deduct a similar allowance. 


more same 


Most contracts for the completion 
of a particular job necessarily con 
template an eventual exhaustion of 
the work, whether that work consists 
of putting up a building or of con 
dam or of 


structing a litigating a 


lawsuit. But in none of those instances 
does the fact that the subject matter 
of the contract will inevitably become 
exhausted give the contractor such a 
capital interest in the subject matter 
as will entitle him to a depletion al 
lowance for the progressive diminution 
of the value of his contract. 


The exhaustion factor is, in conse 
quence, completely irrelevant in con 
sidering whether the contractor has 
any right to deduct for percentage 
Smith 
re-emphasized, the rationale of the 
depletion allowance is, simply and 


depletion. Since, as Parsons v 


™“ Cited at footnote 2, at pp. 600-601. 

“For example, Mammoth Coal Company, 
cited at footnote 46, at p. 538; Weirton Ice 

Coal Supply Company, cited at footnote 
22, at p. 536; Hlamill Coal Corporation, cited 
at footnote 22, at p. 348. 
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solely, compensation for a capital as- 
set acquired by investment that ts 
being used up in the process of pro- 
ducing income, it is obvious that the 
decisions that stressed the exhaustion 
factor while they simultaneously ig- 
nored the absence of any capital in- 
vestment by the contractor in the 
mineral in place were, inescapably, 
misapplying the statute. 


Ownership 

The conclusion that no contractor 
was or ever will be properly entitled 
to any share in percentage depletion 
is underscored by the Supreme Court’s 
The land- 


any part 


emphasis on ownership. 
owners never surrendered 
of their capital interest in the coal in 
place, and the contractors never made 
any capital investment therein. 

The Supreme Court once said of 
Palmer v. Bender, the case that orig- 
inated the not entirely happy “economic 
interest” expression: 

“If Palmer had retained no inter 
est in the oil he would have been en 
titled to no deduction on account of 
depletion. Ownership was essential.” °° 
The 


Parsons v. 


Ownership is still essential. 
Supreme Court said in 
Smith: “In short, the purpose of the 
depletion deduction is to permit the 
owner of a capital interest of a mineral 
in place to make a tax-free recovery 
of that depleting capital asset.” The 
italics have been added to underscore 
the that the 
assets owned by the contractor are 


circumstance mineral 
never depleted; he owns as much 
mineral when he starts to perform his 
contract as when he finishes. 


“ Thomas v 
U.S. 655, 661. 


Perkins, 37-2 ustc § 9315, 301 


“Virtually identical provisions appear in 
the earlier and later regulations under the 
1939 Treasury Regs. 103, Sec. 
19.23(m)-1(1), and Treasury Regs. 118, Sec. 
39,.23(m)-1(1). 


Code; see 


‘Economic Interest”’ 


Moreover, Section 29.23(m)-1(i) of 
Treasury Regulations 111, applicable 
to Parsons v. Smith, provided in perti- 
nent part: 

“*The property’, as used in section 
114(b)(2), (3), and (4) [of the 1939 
Code] and sections 29.23(m)-1 to 
29.23(m)-19 [of these regulations], 
inclusive, means the interest owned 
by the taxpayer in any mineral prop- 
erty.” *° 

In the light of this regulation, it is 
therefore proper to ask: Just what 
interest did the Parsons firm own in 
the mineral property of the Rockhill 
Coal Company, or the Huss in that 
of the Reading Company? The ob- 
vious answer is: “None.” Those con- 
tractors owned no interest in the coal 
properties in question because they 
never had invested in the coal in place. 


These conclusions, however, need 
not induce contractors to mourn their 
fate. To the extent that their capital 
investment in machinery was or is 
being used up in stripping operations, 
they had the right to deduct depre- 
ciation,’ as indeed the Supreme Court 
was at pains to point out. Their other 
expenditures were similarly compens- 
able. To the extent that such other 
expenditures could properly be treated 
as noncapital, they were plainly de- 
ductible as ordinary and necessary 
business expenses ;** to the extent that 
such other expenditures were to be 
regarded as capital, they were subject 
not only to deductions for deprecia- 
tion, but also to capital or ordinary 
loss treatment with applicable carry- 
backs if these assets were thereafter 
disposed of for less than their book 
value.*® 

* 1939 Code Sec. 23(1) ; 1954 Code Sec. 167. 

"1939 Code Sec. 23(a); 1954 Code Sec. 
162(a) 

” See, generally, 1939 Code Sees. 111-112, 
117, 122; 1954 Code Secs. 172, 1001-1002, 
1211-1212, 1231. 
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Sut not having invested any capital 
in the coal—the wasting mineral asset 
they did not make the particular 
investment that is the prerequisite to 


any allowance for percentage depletion. 


Effect of 1951 Amendments 
and of 1954 Code 
on Coal Depletion 

lor the tax years involved in Parsons 
v. Smith, the pertinent provision on 
which the petitioners necessarily rested 
their claims was that portion of Sec 
23(m), 1939 Code, pro 
the the 
deductions shall be equitably appor 
the the 


tion which 


vides: “In case of leases 


between lessor and 


’ 


tioned 


lessee.’ 

So far as coal is concerned, however, 
the situation with respect to percent 
age depletion has been radically altered 
by legislation which counsel in coal 
depletion cases do not appear to have 
cited and of which the courts still 
appear to be unaware. 


1951, 


spect to taxable years ending after 


Ever since effective with re 
December 31, 1950, the lessor of coal 
lands who is neither a coadventurer, 
partner or principal in the actual min 
the has been accorded 


ing of coal 


capital gains or losses treatment in 
respect of his royalties; in return for 
that boon he is denied any percentage 
depletion allowance. This provision 
was introduced by Section 325(b) of 
the revenue act of 1951 as an amend 
ment to Section 117(k)(2) of the 1939 


Code. It provides as follows: 


(2) In the case of the disposal of 


timber or coal (including lignite), 


held for more than 6 months prior 
to such disposal, by the owner thereof 


also 


to keep in 
the structure of the statute, and the relation, 


"There is need view 


physical and logical, between its several 
parts.” Duparquet Company v. Evans, 297 
| S. 216, 218. See also, Justice Cardozo 


dissenting in Panama Refining Company 7% 
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under any form or type of contract 
by virtue of which the owner retains 
interest in such timber 
difference between the 
for such timber or 
coal and the adjusted depletion basis 
thereof shall be considered as though 


an economic 
the 
received 


or coal, 
amount 


it were a gain or loss, as the case may 
be, upon the sale of such timber or 
Such owner shall not be entitled 
to the allowance for percentage de 
pletion prov ided for in section 114 
(b) (4) with respect to such coal. This 
paragraph shall not apply to income 
realized by the owner as a coadventurer, 


CC val, 


partner or principal in the mining of 
such coal. 

“The date of disposal of such coal 
shall be deemed to be the date such 
In determining the 
gross income, the adjusted gross in- 


coal is mined. 
come, or the net income of the lessee, 
the deductions allowable with respect 
to rents and royalties shall be deter- 
mined without regard to the provi 
sions of this paragraph. This para- 
graph shall have no application, in 
the case of coal, for the purposes of 
applying section 102 or subchapter A 
of chapter 2 
tion under section 117(c)(1) of a tax 


(including the computa 


in lieu of the tax imposed by section 
500).” 

\ccordingly, when Sections 23(m) 
and 117(k)(2) of the 1939 Code are 
read together, as of course they must 
be,*’ there is no longer any depletion 
deduction to be “equitably apportioned 
the the 


reason 


lessee,” 
that the 
lessor is no longer entitled to percent 


between lessor and 


for the very good 
age depletion. Congress amended the 
statute, in the face of a loss of revenue 
oceasioned thereby, because the coal 
lessor was at a disadvantage under 
Ryan, 293 U.S 
meaning ota 


388, 433, 439: “. . . the 
statute is to be looked for, 
single section, but in all the 
together and in their 


not im any 
parts relation to the 
end in view [citing many cases].” 
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It is regrettable but true that 
wartime Congresses did not vote 
for taxes as high as 

hindsight would now indicate that 
they should have.—Representative 
Byron L. Johnson of Colorado. 


the percentage depletion method, even 
with the coal depletion percentage 
raised from 5 per cent to 10 per cent, 
as it was by Section 319(a) of the same 
revenue act (1951), amending Section 
114(b)(4)(A) (ii) of the 1939 Code.*! 


The Senate committee was at pains 
to provide that 
capital gains treatment in lieu of per- 
centage depletion did not apply to 


the provisions for 


a lessee.*” 


The that 1951 the 
lessor of coal lands has been placed 
on a footing wholly different, with 


fact is since 


respect to depletion allowance, from 
that of the lessor of oil and gas lands. 
It follows that the Su- 
preme Court, which prior to Parsons 


the cases in 


v. Smith dealt almost exclusively with 
the treatment to be accorded to the 
fractionalization of leasehold interests 
in oil and gas, under Section 23(m) 
of the 1939 Code and under identical 
or substantially identical predecessor 
provisions, cannot be mechanically 
applied to what is now the very differ- 
ent situation of the depletion allow 
ance in respect of coal. 

Since, therefore, the coal lessor is 
no longer entitled to percentage de 
pletion, there is nothing now to be 
apportioned, and all percentage de- 
pletion belongs indivisibly to the lessee. 
Accordingly, the lessee is no longer 
obliged to share his allowance with 


See /1. Rept. 586, 82 Cong., Ist Sess., 
pp. 31-32; S. Rept. 781, 82d Cong., Ist Sess., 
pp. 42-43; S. Rept. 781, 82d Cong., Ist Sess 
Pt. 2, pp. 43-45 

e¢ Rept 78 , 82d Cona J Ist 


"The lessee computes his percentage de 


Sess., p. 43 


pletion on gross income from the mining 
property but must, for that purpose, exclude 


‘Economic Interest”’ 


This circumstance com- 
pletely undercuts any claim by a mere 
contractor to any percentage deple- 
tion, for the contractor, plainly enough, 
cannot be assimilated to a lessor who 
is a participant in mining the coal. 
Nor can it be contended that, as to 
tax years subsequent to 1950, a tax- 


anyone.*® 


payer who contracts with a coal lessee 
to mine coal on the leased property 
can be somehow in- 
cluded term 


considered as 
within the 
what since 


“lessee” so 
1951 


become an indivisible allowance. 


has 
Con- 
gress well knew the difference between 


as to share in 


a lessee of wasting-asset property and 
a contractor whose activities resulted 
in depleting that property. 

The coal lessor’s capital gains sec- 
tion as amended in 1951 is 1939 Code 
117(k)(2), which deals also 
with certain aspects of the disposition 
of lumber. Section 117(k)(1), which 
was left unchanged in 1951, 


Section 


provides 
in its first sentence: 

“If the taxpayer so elects upon his 
return for a taxable year, the cutting 
for use in the 
taxpayer's trade or business) during 


of timber (for sale or 


such year by the taxpayer who owns, 
or has a contract right to cut, such 
timber (providing he has owned such 
timber or has held such contract right 
for a period of more than six months 
prior to the beginning of such year) 
shall 
change of such timber cut during such 
(Italics supplied.) 


be considered as a sale or ex 
year.” 

Very obviously, if Congress had in- 
tended to provide depletion benefits 
for one simply having a contract right 


to mine coal, it would have said so, 


from such gross income the amount of any 
rents or royalties paid in respect of the 
property (1939 Code Sec 114(b) (4) ( A): 


1954 Code Sec. 613(a)). To that extent his 
status as a lessee diminishes his allowable 
deduction for depletion. But since 1951 the 
coal lands need no 


depletion qua depletion. 


lessee of longer divide 


797 








instead of, by enacting Section 117(k) 
(2), eliminating the coal lessor from 
the percentage depletion provisions 
in Section 23(m) and thus rendering 
the depletion allowance in the case of 
leases available only to lessees. 

It is, therefore, submitted that the 
1951 change in the coal depletion pro- 
visions, which frees the 
from having to share his percentage 
depletion deduction with his lessor 
the only other party with whom the 
statute formerly required him to par 
made the 

percentage 


coal lessee 


has coal lessee’s 


for 


ticipate 
deduction 
indivisible. 


depletion 


Curiously enough, in the only coal 
depletion cases reported up to now 
that involved tax years subsequent to 
1950, the change in the position of the 
coal effected by the 1951 
amendment in respect of sharing in 
the depletion allowance granted by 


less« r 


mentioned." 


be 


Section 23(m) not 
That 


significant even’ for earlier tax years 


was 


amendment is believed to 


still in litigation if the Service is un 
willing to accept Parsons v. Smith as 
establishing a broad principle. 

Very frequently, of course, new leg 
islation is deliberately designed to 
On 
occasion, new legislation will be basic 


effect changes in existing law. 


ally declaratory in nature. But some 
times legislation enacted subsequent 
to the transactions being adjudicated 

- Sttlwell v U S , 
dealt with taxes for the 
ever, none of the three 
Sec. 117(k)(2), as amended, or 
the changed position of the coal lessor in 


1952. How- 
filed cited 


discussed 


year 
briefs 


of sharing in the depletion allowance 
granted by Sec. 23(m)—nor did the court 


respect 


The same omission has been noted in 
latest of the Tax Court rulings 
on coal Nathan Fink, cited at 
footnote 76, involved the Finks’ tax liability 
for the calendar years 1951 and 1952. Fink 
Perry Construction Com 
pany, a firm with tax ending April 
30, 1951, and April 30, The Perry 


firm had contracts to mine coal—some with 
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depletion 


Was a partner in 
years 
1952. 


cited at footnote 6, 
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the words of Judge 
“considered to throw 


may be, in 
Learned Hand, 
a cross light” ® on what has gone 
before. Only a few months ago, the 
Supreme Court relied on tax legisla- 
tion subsequent to the tax year’s being 
litigated as a source of ascertaining 
Congressional intent.*° 

The right to coal depletion is a 
similar situation; even though the 
committee reports dealing with the 
1951 amendments do not mention 
the question of the stripper’s right to 
depletion. Those could not 
possibly have mentioned the problem 


repe rts 


considered in the present case for the 
reason that it had not then 
except inside the Bureau of Internal 


arisen, 


Revenue.*” 

The Revenue Act of 1951 was signed 
by the President on October 20, 1951. 
The first Tax Court decision granting 
the 
centage depletion allowance, James 
Ruston,’ was promulgated on No- 
vember 21, 1952, a year later, and the 
first court of appeals decision giving 


a contractor any share in per 


a contractor depletion 


(and reversing the Tax Court in the 


percentage 


process) was Gregory Run Coal Com- 
pany,®”® decided on April 9, 1954. 
Plainly, therefore, the framers of 
the 1951 amendment, when the words 
“economic interest” first appeared in 
the law in connection with minerals, 
could not have anticipated the misap 


Hudson Coal Company, owner of the fee, 
and some with Glen Coal Company, which 
had leased coal lands from Hudson. Plainly, 
therefore, the 1951 amendments to 1939 
Code Section 117(k)(2) were pertinent, but 
they were not mentioned by the 
*Tudge L. Hand, in UU. § 


court 
Aluminum 


Company of America, 148 |} 2d 416, 429 
(CA-2) 

*“Cammarano v, U. S., 59-1 ustc § 9262, 
358 U.S. 498, 510. 

"GG. C. M. 26290, 1950-1 CB 42, was 


issued in March, 1950. 
* Cited at footnote 77. 
” Cited at footnote 40. 
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One does not have to delve very far 
into the tax system in this country 

to realize that there is not 

much system to it. Ours is more 

of a tax-jungle than a tax-system. It 
is badly in need of overhauling— 
and certainly in the process of 
overhauling, much of the present 
overlapping and double-dipping should 
be removed. Serious thought ought 
to be given to confining certain taxes 
to the scle use of particular levels 

of government.—Arthur A. Smith, 
vice president and economist, 

First National Bank, Dallas, Texas. 


plications of those words made by 
the Fourth Circuit and now, it is to 
be hoped, laid at rest by Parsons v. 
Smith 

It is accordingly submitted that the 
1951 elimination of the 
as a recipient of any part of the per- 


coal lessor 
centage depletion allowance under- 
the drawn from 
the seminal decisions in the Supreme 
Court written by Justices Brandeis 
and Stone and Chief Justice Hughes 


scores conclusion, 


a conclusion now broadly reaffirmed 
in Parsons v. Smith—that the under- 
lying criteria permitting the deduc- 
tion of a depletion allowance preclude 
the granting of any part of 
allowance to one who merely con 


such 


tracts with the owner or lessee of the 
land made 
any capital investment in the coal in 
place. The 
as a fortiori proposition from the 
terms of the 1954 Code. 


coal and who has never 


same conclusion follows 


the 1939 
substantially 
identical language in the 1954 Code’s 
Section 611(b)(1), as follows: 

th) the 
lease, the deduction under this section 


First, Section 23(m) of 


Code is repeated in 


LLEASES.—In case of a 


™ By Sec. 127(a) of the Revenue Act of 
1943 (Act of February 25, 1944, Ch. 63, 58 
Stat. 21, 47). 


‘Economic Interest”’ 


shall be equitably apportioned be- 
tween the lessor and the lessee.” 
Second, the definition of “property” 
for purposes of computing the deple- 
tion allowance, which appeared only 
in a regulation under the 1939 Code, 
has been codified in the 1954 
Code as Section 614(a), namely: 


now 


“ce 


(a) GENERAL RULE.—For the pur- 
pose of computing the depletion al- 
lowance in the case of mines, wells, 
and other natural deposits, the term 
‘property’ means each separate inter- 
est owned by the taxpayer in each 
mineral deposit in each separate tract 
or parcel of land.” 

Third, the restatement in the 1954 
Code of the coal amendments of 1951 
emphasizes in more striking 
fashion the intent of Congress not to 
allow any percentage depletion to the 


even 


taxpayer who simply has a contract 
to mine coal. 

Section 117(k)(1) of the 1939 Code, 
as added in 1944,'°° became Section 
631(a) of the 1954 Code. Section 117 
(k)(2) of the 1939 Code, as amended 
in 1951, 
subsections, Section 631(b), dealing 
with timber, and Section 631(c), re- 
lating to coal. 


was divided in 1954 into two 


Those latter subsections reveal sig- 
nificant differences. The last sentence 
of the timber subsection, Section 631 
(b), states: 

“For the purposes of this subsec- 
tion, the term ‘owner’ means any per- 
who interest in such 
timber, including a sublessor and a 


son Owns an 


holder of a contract to cut timber.” 

But the coal subsection, Section 631 
(c), provides that “the word ‘owner’ 
means any person who owns an eco- 
nomic interest in coal in place, in- 
cluding a sublessor.” 
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These distinctions, which are inher 
ently important, become even more 
striking when read in the light of the 
indisputable fact that while coal de 
posits, like other minerals, are subject 
to percentage depletion, timber re 
and 
While Congress now defines the term 
“owner” to include the holder of a 
contract to cut timber, it not 
define that word to include the holder 
of a contract to mine coal. For tim 
ber, which is not subject to percent- 
age depletion, it is sufficient to own 


sources are not, never were,'”' 


ck eS 


an interest in such timber”; for coal, 
which is subject to percentage deple 
tion, it is necessary to own “an eco 
nomic interest in coal in place.” 

This last expression—only the third 
time that the words “economic inter 
est” had ever appeared in the internal 
revenue laws, the first being in 1944, 
in connection with timber,’°? and the 
1951, relating to both tim- 
ber and coal—plainly 
incorporation of the “economic inter 
in the sense that it was 
first by the Supreme 
Court, in the sense that from thence 
it was copied into the Treasury Reg 
and in the sense that it has 
reaffirmed in 


second in 
involves an 
est” concept 
expounded 


ulations, 
restated and 


Smith 


now been 
Parsons v 

Consequently, under the 1954 Code 
it follows, even more clearly if pos 
sible than before, that a taxpayer who 
has a contract to mine coal but who 
has no capital investment in the coal 
in place is not entitled to share in the 
allowance for percentage depletion.’” 


See 1939 Code Sex 


114(b)(3), (4) and 


1954 Code Sec. 613(b) 

* See footnote 100. 

Significantly enough, when 1939 Code 
Sec. 117(k)(2), as amended in 1951, was 


1954 Code Sec. 
was added to the third 
the 1951 text to make plain that its benefits 
also to 


and the 


631l(c), a 


sentence ot 


re-enacted as 


( lause 


should apply sublessors, namely 


word ‘owner’ means any 


person Who owns an economic interest in 


coal in place, including a sublessor.” 
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What of 
Southwest Exploration Company? 


Judge Kalodner, of the Third Cir 
cuit dissenting in Huss, cited Com 
missioner wv. Southwest Exploration 
Company'* for the proposition that 
invested in the 
The cited case, 
of course, represented a unique factual 
situation where the taxpayer conduct 
ing the actual mining could not do so 
except through use of another’s land. 
\s has already been indicated, the 
Supreme Court was at pains to limit 


“no money need be 


7105 


mineral deposit. 


its decision, saying: 

“We decide only that where, in the 
circumstances of this case, a party es 
sential to the drilling for and extrac- 
tion of oil has made an indispensable 
contribution of the use of real prop- 
erty adjacent to the oil deposits in 
return for a share in the net profits 
from the production of oil, that party 
interest which en 


has an economic 


titles him to depletion on the income 
thus received.” 1° 

Inasmuch as Southwest Exploration 
Company was cited in Parsons v. Smith 
by the dissenting judge below, and 
was argued at length by both sets of 
petitioners as well as by supporting 
counsel,'’? it cannot for a moment be 
that the 
was unaware of its earlier holding, 


supposed Supreme Court 
particularly since the later opinion 
quoted from the prior one. Those cir 
cumstances raise three questions: 

(1) Why was Southwest Exploration 


Company decided as it was? Two 


™ Cited at footnote 3. 

™ Cited at footnote 2, at p. 603 

™ Cited at footnote 3, at p. 317. 

™ Lipman Redman, of the District of 
Columbia bar, who was of counsel for the 
estate of John Schumacher, as amicus curiae 


In support of both sets ot petitioners, was 
the author of “The Stripper’s Right to 
Depletion,” 44 American Bar Association 


Journal 989 (October, 1958) 
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there involved—that of 
the Southwest Exploration Company, 
which was doing the actual drilling 
under a lease with the State of Cali- 
fornia, and that of the Huntington 
Beach Company, the owner of the 
indispensable upland property from 
which the drilling was done. The 
Ninth Circuit, affirming and quoting 
from the Tax Court’s opinion below, 
had granted the Southwest Explora- 
tion Company full depletion, on the 
ground that Huntington had no cap- 
ital interest in and no capital invest- 
ment in the oil and gas in place.’ 
The court of claims, disagreeing with 
the Ninth Circuit, had allowed Hunt- 
ington Beach’s claim for depletion, on 
the ground that it had “an economic 
interest in the production of the oil.” ?°° 
When the Supreme Court granted 
certiorari to review both the 
government, which had taken incon- 
sistent litigating below, 
urged that depletion be denied the 
drilling company and allowed the 
upland owner. The government sum- 
marized its argument in these terms: 


“The the 
courts below for their conclusion that 
the upland owners lacked a depletable 
interest are not persuasive. Thus, the 


cases were 


cases, 


positions 


reasons relied on by 


facts that the upland owners did not 
have legal title to the deposits, did 
not have the right to produce oil and 
gas and did not make a cash investment 
in the mineral deposits, do not furnish 
a solid basis for the conclusion that 
the upland owners did not have a 
depletable interest. Indeed, the deci 
sions of this Court uniformly demon- 
strate that not sufficient 
reasons for denying the upland own- 
ers the depletion deduction, 


these are 


 Commisstoner v. Southwest [Exploration 
Company, 55-1 uste J 9279, 220 F. 2d 58, 62 
(CA-9), aff'e CCH Dec. 19,182, 18 TC 961. 

US. vu. Huntington Beach Company, 55-2 
ustc ¥ 9564, 132 Ct. Cls. 427, 433, 132 F. 
Supp. 718, 721. 


‘Economic Interest”’ 


It is my opinion that if taxes 

were reduced, greater impetus and 
encouragement would be given to 
business, our cherished high American 
standard of living would be 

refortified against present crushing 
taxation of the people and thus, the 
economy and the people as a whole 
would be better off.— 

Representative Philip J. Philbin. 


“If the Court disagrees with our 
contention that the upland own- 
ers’ right to share in the taxpayer's 
net profits was a depletable interest 
because the upland owners made a 
contribution of the use of their prop- 
erty which was essential to the pro- 
duction of oil and gas, we urge, 
alternatively, that it be held that the 
upland owners acquired a depletable 
interest merely from the fact that they 
became entitled to share in the oper- 
ator’s net profit. It would be a logical 
extension of the principles applied in 
Kirby Petroleum Co. v. Commissioner, 
326 U. S. 599, and Burton-Sutton Oil 
Co. v. Commissioner, 328 U. S. 25, to 
hold that any person who acquires the 
right to share in the net profits de- 
rived from the production of oil and 
gas has a depletable interest, and that 
it is immaterial how that interest was 
acquired. ... While the broad rule 
for which we here contend cannot be 
reconciled with the decisions in F/el- 
vering v. O'Donnell, 303 U.S. 370, and 
Helvering v. Elbe Oil Land Company, 
303 U.S. 372, it is believed that those 
decisions are out of harmony with the 
Kirby and Burton-Sutton 
should be regarded as no longer au- 
thoritative.” 


cases and 


110 


"’ Summary of argument, petitioners’ brief, 
pp. 11-12, in No. 286, October Term, 1955 
(Commusstoner v. Southwest lixploration Com 
pany). In the companion case of U. S. v 
Huntington Beach Company, 
government filed only 
andum. 


No. 


a four-page 


287, the 
memor- 
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This excerpt underscores how the 
cases decided in 1946 had blurred and 
all but obliterated the capital invest- 
ment requirement originally formu- 
lated ; the decisions that the government 
proposed to brush had been 
originally decided on the same day as 
Bankline, in which Chief Justice 
Hughes had summarized and repeated 
the prerequisites to allowance of the 
depletion deduction. 

The Court, in Southwest Exploration 
Company, adopted the goverment’s 
primary contention; the following 
reasons for its having done so appear 
plausible: The government was a 
stakeholder and, hence, impartial ; the 
attitude of many members of the 
Court was, in all likelihood, that set 
forth in Mr. Justice Holmes’s shortest 
opinion—“I must leave it to those 
who think the principle right to say 
how far it extends”;*"' and the later 
1946 cases had in their fuzziness con- 
centrated on “economic interest in the 
oil” and had more and more neglected 
the original qualification that such an 
interest must represent a capital in- 


aside 


vestment. As has been seen, the 
government’s argument urged ap- 
proval of those deviations. Accord- 


ingly, the Court said of the upland 
properties : 

“The owners might have realized 
this value by selling their interest for 
a stated sum and no problem of deple- 
tion would have been presented. But 
instead they chose to contribute the 
use of their land in return for rental 
based on a share of net profits. This 
contribution was an investment in the 
oil in place sufficient to establish their 
economic interest. Their income was 
dependent entirely on production, and 
the value of their interest 
with each barrel of oil produced. No 


decreased 


more is required by any of the earlier 


coon” 
™ Washington v. Dawson & Company, 264 
U. S. 219, 228 
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(2) Can Parsons be squared with 
Southwest l:xploration Company? A 
good deal of language in the earlier 
case is, of course, consistent with, 
and indeed was quoted in, the later 
one. But inasmuch as the upland 
owners in Southwest Exploration Com- 
pany had no capital investment what- 
ever in any of the oil being extracted 
(their capital investment being in 
their own nonproducing upland), in- 
asmuch as their own capital asset 
property was in no sense being de- 
pleted because at the end of the oper- 
ation they would still own just as 
much oil as at the beginning, which 
is to say not a single drop, and inas- 
much as the drilling company did 
not agree to surrender and did not 
actually surrender to Huntington any 
of their capital interest in the oil in 
place that they had leased from the 
state, it seems plain that the holding 
in Southwest Exploration Company 
cannot be squared with the re-em- 
phasis on the necessity for capital 
investment that permeates the Par- 
sons opinion. Once attention is con- 
centrated on the principle 
restated in Parsons that “the purpose 
of the depletion deduction is to permit 
the owner of a capital interest in 
mineral in place to make a tax-free 
recovery of that depleting capital 
asset,” it follows that there is no 
longer any support for Southwest 
Exploration Company, since, obviously, 
the upland owner did not own any 
interest in the oil that was being 
pumped out of the wells. Conse- 
quently, however much the two cases 
may be distinguished on their facts, 
their results cannot fairly stand 
together. 


basic 


(3) What is likely to be the future 
of the Southwest Exploration Com- 
pany decision? All prophecy is risky ; 
riskiest of all is an attempt to predict 

(Continued on page 824) 

"™ Commissioner v Southwest Exploration 

Company, cited at footnote 3, at p. 316. 
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Financial Institutions and 
Personal Holding Company Law 


By MARVIN L. STONE 


The law was intended to apply to a novel taxpayer situation, but 

its effect creates unintended problems for another group of taxpayers. 
This article, which was one of the papers presented 

at the Eighth Annual University of Denver Tax Institute, discusses 

the application of the law in the latter situation. 

Mr. Stone is a certified public accountant, Denver, Colorado. 


rHHE TERM “PERSONAL HOLDING COMPANY” made its 

first appearance in the internal revenue laws in 1934.1 The name 
was intended to describe a corporation formed to hold investments 
of a wealthy person who sought to “incorporate his pocketbook,” 
thereby causing his income to be taxed at low corporate rates rather 
than the much higher surtaxes on individual income. In order to 
prevent this scheme, Congress levied an additional surtax on the 
income which such corporations fail to distribute currently to their 
stockholders. The rate of this surtax has been kept at a level sufficient 
to discourage the accumulation of funds in these “incorporated pocket- 
books”; the current rate is 75 per cent of the first $2,000 of all undis- 
tributed income and 85 per cent thereafter.2 No state has, as yet, 
levied a similar surtax.® 

To accomplish its purpose Congress enacted Section 351 of the 
Revenue Act of 1934. The section defined a personal holding company 
quite simply as “any corporation (other than a corporation exempt 
from taxation under section 101, and other than a bank or trust com- 
pany ... a substantial part of whose business is the receipt of depos- 
its, and other than a life-insurance company or surety company) if— 
(A) at least 80 per centum of its gross income for the taxable year is 
derived from royalties, dividends, interest, annuities, and... gains 
from the sale of stock or securities, and (B) at any time during the 
last half of the taxable year more than 50 per centum in value of its 
outstanding stock is owned, directly or indirectly, by or for not more 
than five individuals.” * 


Almost immediately after enactment, it became apparent that many 
corporations which operated loan and finance businesses of various sorts 





*Sec. 351, Revenue Act of 1934. 

* 1954 Code Sec. 541. 

*CCH Strate Tax Guipe, p. 1031. 

* Sec. 351(b)(1), Revenue Act of 1934. 
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fell within this broad definition even 
though they were not formed to shield 
their stockholders from high surtaxes 
on individual Congress had 


quite per 


income. 
caught 
fectly legitimate operating companies 
in a net intended to catch only the 
investment companies of wealthy in 
dividuals. The plight of the personal 
finance industry was made quite clear 


obviously many 


during the hearings held by the Sen 
Finance Committee on the 
Act of 1935. Testimony during 
these hearings distinguished an oper- 


ate Revy- 


enue 


ating company in the personal finance 
from a holding company 
passively holds 
personal 
panies were described as “not solely 
‘interest’ on the money lent but rather 
a combination of interest and re- 
the lender for the 
rendered and_ the 
unusual costs of conducting a business 
of this character.”° Despite the 
pressing need for some amendment to 


business 
investments. 
com 


which 


Charges by finance 


imbursement to 


special services 


the personal holding company section, 
no change was made until 1938, when 
licensed personal finance companies 
added to the list of statutory 
exclusions.® This exclusion with some 
modification still appears in the pres 
ent law,’ together with three other 


were 


exceptions intended to prevent unwar 
ranted imposition of personal holding 
loan and_ finance 
panies. These three exceptions to the 


surtaxes on com 


personal holding company definition 
are described briefly below. 


Personal Holding Company 
Exceptions 


(1) In 1950 an exclusion was en 
acted granting exemption to small 
5 Hearings Before Senate Finance Commit 
lee on HH. R. 8974 (74th Cong., Ist Sess., 


1935), p. 347. Testimony of Ellsworth C. 
Alvord on behalf of the American 
tion of Personal Finance Companies 


Associa 


*Sec. 402(b), Revenue Act of 1938. 
*1954 Code Sec. 542(c)(6) 
804 September, 


1959 @ 


loan companies. This subsection is a 
companion to the “licensed personal 
finance company” subsection enacted 
in 1938. The two subsections were 
intended to grant exemption to all 
small loan companies, whether oper- 
ating in states requiring licensing or 
not. The small loan exception remains 
unchanged in the 1954 Revenue Code.* 


(2) In 1942 an exclusion was en 
acted granting exemption to loan and 
investment corporations “a substan 
tial part of the which 
consists of receiving funds not subject 
to check and evidenced by installment 
or fully paid certificates of indebted- 
ness or investment, and making loans 
and discounts.” ® This subsection was 
intended to exempt industrial banks, 
Morris Plan banks, installment invest 
ment companies, and similar institu 
tions having many of the characteristics 
of banks except the right to accept 

10 


business of 


It remains 
Revenue 


deposits subject to check. 
unchanged in the 1954 
Code.™ 


1950 an exclusion 


(3) In was en 
acted granting exemption to com 


the business of 
purchasing or discounting receivables, 
making loans secured by receivables 
and making loans secured by tangible 
property. This 
recognized the tremendous expansion 
of the sales finance field and the in 
ability of companies engaged therein 
to seek exemption under then-existing 
law. It remains unchanged in the 1954 
Revenue Code.” 


panies engaged in 


personal exclusion 


This paper will undertake to ana 
lyze the problems confronting loan and 
finance companies which seek exemp- 
tion from personal holding classifica 
tion and to suggest some solutions. 

*1954 Code Sec. 542(c)(7). 

* 1939 Code Sec. 501(b) (7). 

a Rept. 1637, 77th Cong , od Se SS., 
1942-2 CB 504, 632 (Senate Finance Commit 
tee Report on the Revenue Bill of 1942). 

2s 1954 Code Sec. 542(c)(8). 

* 1954 Code Sec. 542(c)(9). 
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Faith in America 

is faith in her free institutions 

or it is nothing. The Constitution 

we adopted launched a daring and 
bold experiment. Under that compact 
we agreed to tolerate 

even ideas we despise. We also 
agreed never to prosecute people 
merely for their ideas or beliefs. 

— Justice William O. Douglas. 


The exclusions mentioned above, as 
well as the sections defining personal 
holding companies and personal hold- 
ing income, will be discussed in some 
detail as they pertain to loan and 
finance companies. No attempt will 
be made to discuss the stock owner- 
ship test, attribution rules and other 
general personal holding matters, ex- 
cept as they specifically relate to loan 
and finance companies. 


In order to bring the major prob 
lems into sharp focus, let us consider 
a specific example. Three men decide 
themselves in the loan 
and finance business. They form the 
Delta Corporation, invest the required 
capital and secure the licenses required 
They intend to make 
both large and small direct loans and 
to purchase chattel mortgage notes at 
a discount from automobile and fur 
niture dealers. What personal holding 
company problems will this company 
face? It is obvious that most or all of 
Delta's 
will, therefore, be personal holding 
income. Since the control of Delta is 


to associate 


by state law. 


income will be interest and 


held by three persons, the presence of 
personal holding income amounting 
to &O Delta’s 
gross income will cause Delta to be 


per cent or more of 


classified as a personal holding com 


"Definition of small loans depends on 
applicable state law. In this paper, $1,500 
Colorado law so defines the 
small loan. In_ the 
defining small loan 
542(c)(6) and (7) 


is used since 
maximum limit of a 
absence of a state law 
limitations, Code Sec. 
prescribes a limit of $500. 
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pany unless it can qualify under one 
of the exceptions. These exceptions 
all have reference to gross income 
sources; so let us assume that Delta 
had the following gross income during 
its first year: 

Interest from Small Loans (un- 

der $1,500)” 
Interest from Large Loans (over 


$ 30,000 


$1,500) 50,000 
Interest from Chattel Notes 

Purchased from Dealers 2,000 
Discount Earned on Chattel 

Notes Purchased from Dealers 18,000 
Total Gross Income $100,000 


Delta’s only nonpersonal holding 
income derived from discount 
earned on purchased paper; therefore, 
82 per cent of its income is personal 
holding income. Delta then must seek 
exemption under one of the statutory 
exclusions or become subject to the 
75-85 per cent surtax. Exceptions (6) 
and (7)'* both require that 60 per cent 
or more of the gross income be de- 
rived from small loans. Delta derived 
only 30 per cent ($30,000) of its gross 
income from small loans; 
quently, neither of these exemptions 
may be availed of. Since Delta is not 
an institution permitted to accept sav- 
ings deposits, exception (9) offers the 


was 


conse- 


only possible chance to avoid per- 
sonal holding classification. 


Exception (9): 
Sales Finance Company 

To qualify under exception (9), 
Delta must fulfill all of the following 
requirements : 


(A) Eighty per cent of. its gross 
income must be derived from 


(1) Purchasing or discounting re 
ceivables or installment obligations. 


referred to by the 
use of their subparagraph numbers as they 
appear in Code Sec. 542(c) (2) bank; 
(6) licensed personal finance company; (7) 
small loan company; (8) industrial bank, 
Morris Plan bank, ete.; (9) finance 
company. 


"Exceptions will be 


sales 
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(2) Making loans secured by tan 
gible personal property. 
(3) Nonpersonal holding sources 
(for example, insurance commissions ). 
(B) Sixty per cent of its gross in 
come must be derived from 


(1) 


ceivables 


Purchasing or discounting re 
installment obligations 
arising out of sales made in the trans 
feror’s trade or business. 


or 


(2 business 


) Loans for purposes, 
maturing in not more than 36 months, 
secured by: 

(a) Receivables or installment obli 
gations arising out of sales made in 


the transferor’s trade or business. 


(b) Warehouse chattel 
mortgages, and the like, on borrower's 


rece pts, 


inventories. 


(c) Chattel mortgages on property 


used in borrower's trade or business 


Except loans to a single borrower 
which for over 90 days exceed 15 per 
cent of the average funds employed 
by the company during that taxable 
year. 

(3) Loans secured by chattel mort 
gages on tangible personal property, 
not less than $1,500, nor more than 
$5,000, to any one borrower. 


(4) Purchasing or discounting from 


finance companies small loans or 
loans described in (1) and (3), but 
only if 30 per cent or more of the 


company’s gross income is derived 
from described in (1), 
(2) and (3) above. 


transactions 


(C) Fifteen per cent or more of the 
company’s gross income must be ex 
pended for business expenses (other 
than to 
and their families). Loans to a stock 
holder owning 10 per cent or more in 
value of the company’s outstanding 
stock may not exceed $5,000 at any 
time during the year. 


compensation stockholders 


Rul. 55-417, 1955-1 CB 434. 


* Rev 
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Code Section 542(c)(9) specifies also 
that the requisite 80 per cent of the cor- 
poration’s gross income must be “de- 
rived from such business in accordance 
with the provisions of applicable State 
The ruled 
that a corporation operating in a state 


law.” Commissioner has 
which has no specific statute relating 
to or pertaining to finance companies 
may, nevertheless, be exempt under 
the provisions of this section provided 
other requirements of the section are 
met.*® 


A recent ruling sets forth the Com 
missioner’s views on usurious interest 
as it affects exception (9). The ruling 
states that “that portion of interest 
the company which 
usurious, although includible in gross 
income as interest, may not be taken 
into account in determining whether 
80 per of its income 
derived from the finance business in 
with the 
applicable State law.” '® 
equates the 
with the provisions of 
applicable State law,” which appear 
in exception (9), with the term “law 
ful interest,” which appears in excep- 
tions (6) and (7). The usurer is thus 
penalized severely in that all interest, 
usurious or not, will be included in 
its gross income as interest (for pur- 
poses of calculating the percentage 
of personal holding income); how 
usurious interest not 
taken into account when seeking ex- 
clusion under exceptions (6), (7) and 
(9). 


is 


charged by 


cent is 


2Qrt SS 
accordance provisions of 
The Com 
words 


missioner “in 


accordance 


ever, may be 


Difficulty of Qualifying 
Under Exception (9) 

Quite obviously, a finance company 
might run into many difficulties in 
complying with the rigorous and mul 
titudinous requirements of exception 
(9). Let us again consider Delta to 
see if it may escape personal holding 





* Rev. Rul. 58-357, I. R. B. 1958-29, 10. 
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classification under this exception. 
l‘irst, does it derive 80 per cent of its 
income from the three permissible 
The $18,000 of earned dis 
count would certainly qualify, as 
would the $2,000 interest on pur- 
chased notes. As to the $80,000 inter- 
est earned from loans (both large and 
small), an analysis of those loans 
would required. Interest from 
loans secured by receivables or by 
tangible personal property would 
qualify, but interest from many other 
types of loans frequently made by 
finance companies would not. For 
example, unsecured loans, loans se 


sources? 


be 


cured by cosignatures, loans secured 
by real property and loans secured by 
securities and other intangible prop 
erty would not qualify. 

Assuming Delta could pass the 80 
per cent test, it would then be faced 
with the 60 per cent test, which might 
prove even more difficult. Since all 
small loans ($1,500 or under) must 
immediately be eliminated, almost 
100 per cent of Delta’s large loans 
must fall in one or more of the accept 
able categories to its gross 
income to meet the 60 per cent test. 


cause 


In addition to the 80 per cent and 
60 per cent tests, Delta’s expenses 
would have to equal or exceed 15 per 
cent of its gross income. Compensa- 
tion paid to stockholders and _ their 
immediate families could not in 
cluded as any expense for the purpose 
of this calculation. And, finally, Delta 
would fail to qualify under exception 
(9) if loans to any stockholder own 
ing 10 per cent or more of the com- 
pany’s stock (directly or indirectly) 
exceeded $5,000 at any time during the 
year. As can readily be seen, a com- 
pany would rarely find itself able to 
qualify under this exception, without 
ample forewarning and planning. 


be 


While Congress has furnished the 
loan and finance industry with a num- 


"Western Acceptance Corporation, CCH 


Dec. 12,481, 46 BTA 828 (1942). 
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ber of avenues by which personal 
holding classification may be avoided, 
the above illustration clearly sets forth 
many of the problems inherent in their 
As a result, the tax-wise incor- 
porator of a loan and finance company 
frequently channels the initial capital 
into several corporations. By limit- 
ing the activities of each corporation 
to transactions which qualify it for 
exemption under one of the statutory 
exclusions, personal holding problems 
can frequently be averted. 


use. 


Let us consider once again the case 
of Delta Corporation. Had its income 
been earned by two corporations in 
stead of one, personal holding sur- 
taxes could have been entirely avoided. 
Delta need only have caused its small 
loan business to be operated in a cor 
poration separate and apart from the 
corporation which engaged in the large 
loan and sales finance business. The 
Delta Small Loan Company would 
thus qualify under either exclusion 
(6) or (7)—depending on local law 
since 100 per cent of its income ($30,000) 
would be derived from small 
The Delta Finance Company would 
then be left with $70,000 gross income 
of which over 20 per cent ($18,000) 
would derived from earned 
count. Such discount is not personal 
holding income.’’ Consequently, it, 
too, would escape classification as a 


loans. 


be dis- 


personal holding company, since less 
than 80 per cent of its gross income 
is from personal holding 

This example illustrates two of the 
most common means by which per 
sonal holding classification may be 
avoided: (1) multiple corporations 
and (2) the purchase of installment 
paper at a discount. 


is sources. 


Multiple Corporations 


The Delta example illustrates the 
wisdom of channeling the diversified 
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types of income which might be gener- 
ated by a loan and finance business 
into several corporations (in states 
which have regulatory small loan laws) 
for two rather elementary reasons: 
lirst, it permits some or all of the 
corporations to qualify under one of 
the statutory exceptions, as was the 
Delta Small Loan Com- 
pany. Second, it enhances the lever- 
age, and hence the usefulness, of the 
nonpersonal holding income earned 
by the business. As in Delta Finance 
Company's case, the nonpersonal hold 
ing income constituted over 20 per 
the 
business was separated, 
whereas it constituted only 18 per 
Delta’s income the 
separation 


case of the 


cent of its income 


small 


2Zross once 


loan 


cent of before 


Multiple corporations also permit 
the use of another device frequently 
availed of to help avert personal hold 
ing classification. This device, inter 
company management fees, has been 
used with notable success for many 
years by many loan and finance groups. 
The typical arrangement provides for 
the payment of a management fee by 
common parent. 
The fee is usually measured by vol 
ume of business done by each sub 


subsidiaries to a 


sidiary, the capital employed by each 
subsidiary, or some other equitable 
formula. The parent company enters 
into a management contract whereby 
it shares its established line of credit 
and furnishes management supervi 
sion, accounting and statistical con- 
trols, and other similar services, to the 
subsidiary. This arrangement is not 
without pitfalls. For example, loans 
at nominal interest rates by the parent 
to the subsidiaries might cause the 
alleged management fee to be desig 
disastrous 


Man 


interest—with 


the 


nated as 


consequences to parent. 


"1954 
General 


Code Sec. 543(a)(5); see, 
Management Corporation v 
missioner, 43-1 ustc § 9447, 135 
(CA-7), cert 320 U. S. 
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also, 
Com 
F. 2d 882, 


den., 757. 


September, 1959 ® 


For the compulsory disclosure of a 
man's ‘‘private books and papers, 

to convict him of a crime, or to 

forfeit his property, is 

contrary to the principles of a free 
government. It is abhorrent to 

the instincts of an Englishman; 

it is abhorrent to the instincts of 

an American. It may suit the purposes 
of a despotic power; but it cannot 
abide the pure atmosphere of political 
liberation and personal freedom.'’— 
Boyd v. U. S., 116 U.S. 616. 


agement contracts should not desig 
nate the person who is to perform the 
services called for by the contract, 
lest the management fee be character- 
ized as income from a personal serv- 
ice contract.'® 


In order that management fees con 
stitute gross income to the recipient 
corporation and not a reduction of 
its expenses, the parent corporation 
must show that its charges are com- 
pensation for services rendered to its 
subsidiaries and not merely an expense 
In Kresge De 
a central buy- 


sharing arrangement. 

partment Stores, Inc.,'° 
ing office was held to have received 
expense reimbursements rather than 
gross income from corporations which 
On the 
hand, in Andrew Jergens Company,*° 
a parent corporation was held to have 


shared its facilities. other 


not ex 
fur 
subsidiaries. 


received gross income (and 


pense reimbursements) when it 


nished services to its 


The use of multiple corporations 
permits still another means to avert 
imposition of personal holding sur 
Probably the most obvious is 
the channeling of both personal hold 


taxes. 


ing and nonpersonal holding income 
into the corporate entities wherein the 


43-1 ustc $9245, 134 F. 2d 76 (CA-3), 


rev'g CCH Dec. 12,035, 44 BTA 
(1941), cert. den., 319 U. S. 761. 
*® CCH Dec. 10,861, 40 BTA 868 (1939). 
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Sale of 
either at a discount, at 
face value or at a premium, whichever 
is warranted—permits exceptionally 
fluid control over the nature and amount 
of each affiliate’s income. Insurance 
commissions (another frequent source 
of nonpersonal holding income) can 
easily be channeled into the corpora- 
tion which needs such income by 
designating that corporation as the 
insurance agency for all the affiliates. 
Operation of a collection agency by 
one affiliate for the use of other af- 


best purpose will be served. 
receivables 


filiates can often generate sufficient 
nonpersonal holding income to assist 
a corporation in tipping the personal 
holding company scales to prevent im- 
position of the surtax. 


Consolidated returns, while some- 
times a convenient tax tool, provide 
little or no help to companies in the 
loan and finance field seeking to avoid 
personal holding classification. Al- 
though the 1954 Code extended to 
athliated corporations generally the 
right to determine their personal hold- 
ing company status on a consolidated 
basis, the limitations contained in this 
new section make it wholly inappli- 
cable to the average group of affiliates 
in the loan and finance industry. 
These limitations preclude an affili 
ated group from determining its per- 
sonal holding income on a consolidated 
basis if (1) any member of the group 
derived 10 per cent or more of its in- 
come from sources outside the group 
and (2) 80 per cent of the income so 
derived is personal holding income.?! 
For all practical purposes, such com- 
panies must determine their personal 
holding company status on an indi- 
vidual basis, whether or not consoli- 
dated returns are filed. 


Before leaving the subject of multi- 
ple corporations, just a word about the 
ease with which they may be formed. 


1954 Code Sec. 542(b). 
*2 1954 Code Sec. 1551. 
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The loan and finance business, dealing 
as it does with highly liquid assets, 
is easily divisible. Unlike the average 
manufacturing or trading concern, a 
loan and finance company can easily 
channel its income into several cor- 
porations by channeling the cash with 
which it earns its income. While 
the Code places substantial restric- 
tions on the divisive reorganization 
of most corporations, it ‘places no 
restrictions upon the formation of 
subsidiaries, so long as only cash is 
transferred from the parent. The for- 
mation of these subsidiaries not only 
assists in averting personal holding 
classification, but also provides addi- 
tional surtax exemptions and accumu- 
lation of surplus credits (so long as 
provisions of the Code are complied 
with).** 


State Not Having Regulated 
Small Loan Law 

Sixteen of the 49 states have not 
yet enacted the Uniform Small Loan 
Law. 
finance states is 
fraught with even greater personal 
holding problems than are experienced 
in those states which have adopted 
small loan laws. 
out a small 
to illustrate 
problems. 


The operation of a loan or 


business in these 


Texas, a state with 
law, will be used 
some of difficult 


loan 
these 


In Texas, a loan company is per- 
mitted “to lend money and to deduct 
interest therefor in advance at a rate 
not to exceed 10% per annum.” ** In 
order that the lender be permitted to 
collect 10 per cent interest on the 
original balance undiminished by in- 
stallment payments, the law provides 
further that the lender may “require 
and receive uniform weekly or monthly 
installments on its certificates of in- 
debtedness purchased by the borrower 
simultaneously with the loan transaction, 

“Art. 1524a-1, Revised Civil Statutes of 
Texas. 
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or otherwise, and as a condition to 
said loan, and pledged with the lender 
as security for said loan.” The lender, 
then, may require that a borrower 
purchase a certificate of investment. 
In lieu of making installment pay- 
ments on the loan, the borrower in- 
stead makes installment payments on 
the certificate of investment. The 
purchase terms for the certificate are 
arranged so that the fully paid certifi- 
cate (together with 1% per cent sim- 
ple interest accrued thereon) can be 
used by the borrower to pay off his loan. 


A transaction which illustrates this 
cumbersome lending arrangement is 
set forth in the following example: 


Borrower receives a $100 loan. He 
signs a note for $110 due in one year. 
Simultaneously he purchases a certifi- 
cate of investment for $109.25, for 
which he agrees to make 12 monthly 
payments of $9.10 each. At the end 
of the year he owns a certificate worth 
$110 ($109.25 plus .75¢ accrued inter- 
est) which he may convert into a per- 
manent certificate or use to pay off 
his loan. As a practical matter, the 
borrower almost always uses the cer- 
tificate to pay his loan, since a perma- 
nent certificate pays only 1% per 
cent interest. However, the dual 
transaction has permitted the lender 
to earn $9.25 on an average cash out- 
lay of approximately $50—an effective 
interest rate of about 18%%. 


Now let us see what personal hold- 
ing problems confront the Texas cor- 
porate lender. If 80 per cent or more 
of its income is from interest, it must 
seek to exclude itself from personal 
holding classification by qualifying 
under one of the statutory exceptions 
(assuming its stock is controlled by 
five or less persons). Exceptions (6) 
and (7) both provide that 60 per cent 
of the corporation’s gross income must 
be derived from interest “not payable 


| have no right, as no lawyer before 
any bench has any right, 

to fail to take into account the case 
of the opposition and seek to do 
justice, as he sees justice, in 

the light of what he believes to be 
the important facts in the opposition 
case.—Senator Wayne Morse. 


in advance and computed only on un- 
paid balances.” Hence, these excep- 
tions are not available. Unless the 
corporation is a bank or similar insti- 
tution, it cannot fall within the defi- 
nitions of exceptions (2) and (8). 


Exception (8) exempts a “corpora- 
tion, a substantial part of the business 
of which consists of receiving funds 
not subject to check and evidenced by 
installment or fully paid certificates of 
indebtedness or investment.” It is 
doubtful that a loan company operat- 
ing in the manner described above 
could successfully contend that sell- 
ing certificates of indebtedness is a 
substantial part of its business, when 
in reality the sale of these certificates 
is merely a means to increase the net 
effective rate charged on loans. The 
committee report indicates that Con- 
gress intended to grant exemption to 
companies having “many of the char- 
acteristics of banks except the right 
to accept deposits subject to check.” ** 


This leaves us only exception (9) 
as a possible means of statutory ex- 
clusion from personal holding classifi- 
cation. If a corporation were to make 
only direct loans to individual bor- 
rowers (as opposed to the purchase or 
discounting of receivables from dealers 
or other finance companies), its in- 
come would have to be derived as 
follows: 


(1) Eighty per cent from loans se- 
cured by tangible personal property 
and from nonpersonal holding sources. 





“Work cited at footnote 10. 
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(2) Sixty per cent from loans of 
$500 to $5,000 each, secured by chattel 
mortgages. 


Corporations making small loans 
(under $500) would be unable to 
qualify under the 60 per cent rule. 
In addition, of course, unsecured loans 
or loans secured by real property or 
intangible personal property would 
fail to qualify under exception (9) 
just as they do in states having small 
loan laws. 


Corporations in other states may 
circumvent personal holding surtaxes 
by the use of the small loan excep- 
tions. Corporations in Texas and states 
similarly situated, however, must (for 
all practical purposes) derive over 20 
per cent of their income from nonper- 
sonal holding sources to escape the 
surtax. 


Discount Income 


Discount income, as the term is 
used in this paper, refers to the gain 
derived upon collection or sale of re- 
ceivables which have been purchased 
at a discount. The term is not here 
intended to encompass precalculated 
interest included in notes evidencing 
direct loans by the loan and finance 
company, nor is it intended to include 
the interest (as distinguished from 
discount) earned on interest-bearing 
receivables which have been pur- 
chased at a discount or otherwise. 
Discount income is one of the sources 
of nonpersonal holding income most 
frequently availed of by loan and 
finance companies to prevent personal 
holding classification. 


In Western Acceptance Corporation ** 
and Elk Discount Corporation,”® dis- 
count income, as defined above, was 
held to qualify as nonpersonal hold- 
ing income. The Elk Discount deci- 
sion contains a good description of 


* Cited at footnote 17. 
*CCH Dec. 14,179, 4 TC 196 (1944). 
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the arrangements between auto deal- 
ers and finance companies that have 
become fairly standard-in the auto 
finance industry. An excerpt from 
this decision appears in the Appendix. 
Deviations from this pattern can prove 
costly. In Southeastern Finance Com- 
pany,?" decided by the Tax Court just 
a few months after the Elk Discount 
case, income realized from conditional 
sales contracts which had been ac- 
quired from dealers was held to be 
interest — Southeastern, consequently, 
was a personal holding company. The 
decision hinged primarily upon South- 
eastern’s practice of withholding 30 
per cent of the purchase price of con- 
ditional sales contracts until after it 
had collected on the contracts. The 
court distinguished Western Acceptance 
and Elk Discount, saying that in those 
cases “the dealer was never to receive 
anything further than the initial cash 
payment made by the finance com- 
pany.” A number of usury and bank- 
ruptcy cases were cited in support of 
the Commissioner’s contention that 
Southeastern was lending money to its 
dealers and not purchasing condi- 
tional sales contracts from them. The 
opinion contained the following cita- 
tion from Sponge Exchange Bank v. 
Commercial Credit Company:** 


“When by the terms of a transac- 
tion by which an endorsee acquires a 
note he is required to pay, or account, 
to the endorser for, so much of what 
is collected on it as is in excess of an 
amount advanced the transac- 
tion is not the sale of a note and the 
endorsee is not the buyer of it.” 
Southeastern illustrates only one of 
many personal holding pitfalls in oper- 
ating a sales finance company. In 
that case, the Commissioner was suc- 
cessful in establishing that the finance 
company made loans to dealers, in- 
come from which was interest. By 


* 46-1 ustc § 9157, 153 F. 2d 205 (CA-5), 
aff’'g CCH Dec. 14,470, 4 TC 1069 (1945). 
* 263 F. 20 (CA-5, 1920). 
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the same token, a finance company 
which deals directly with its dealer’s 
customer (prior to purchasing that 
customer’s contract) might find itself 
confronted with a contention that it 
is making a loan to the customer, who 
in turn uses the proceeds to purchase 
goods from the dealer, This reason- 
ing would lead, of course, to the con- 
clusion that income earned from such 
a transaction is interest. Any short cut 
in the normal sales finance circuit 
places a corporation in serious danger 
of personal holding classification. A 
corporation purchasing conditional sales 
contracts would be well advised to 
pattern their operations in strict con- 
formity with the facts in Western Ac- 
ceptance and Elk Discount. 


In Western Acceptance the Commis- 
sioner conceded that the conditional 
sales contracts purchased and sold 
were not securities; therefore, the 
court found it unnecessary to rule on 
the possibility that income so derived 
might be gains from the sale of secu- 
rities and, hence, personal holding in- 
come (to a nondealer in securities). 
Conditional sales contracts, as nor- 
mally drawn, would rarely, if ever, 
qualify as securities. In any event, a 
corporation which dealt regularly in 
such contracts could certainly qualify 
as a dealer. 


Other Sources 
of Nonpersonal Holding Income 


Loan and finance companies usually 
generate nonpersonal holding income 
from one or more other sources inci- 
dent to their lending operations, The 
most common of these other sources 
is commissions from the sale of insur- 
ance, The extent to which insurance 
is sold depends largely upon state law. 
In some states, particularly those hav- 


* 41-2 ustc 9632, 122 F. 2d 295 (CA-2), 
aff’g CCH Dee. 10,827, 40 BTA 615 (1939). 
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ing regulatory small loan laws, loan 
and finance companies are strictly 
limited as to the amount and type of 
insurance which they may sell to bor- 
rowers. Other states—primarily those 
which place an unrealistically low 
ceiling on interest rates—often permit 
lenders to require borrowers to pur- 
chase many types of insurance as a 
condition to making the loan. Thus, 
the proportion of insurance commis- 
sions varies materially from state to 
state. Such commissions, in them- 
selves, cause no particular personal 
holding problems. To the contrary, 
such commissions, properly channeled, 
may often provide a company with 
sufficient nonpersonal holding income 
to escape the surtax. In a multiple 
corporate setup, one of the corpora- 
tions is frequently designated as an 
insurance agency so that maximum 
benefit may be derived from earned 
commissions. There appear to be no 
cases in which the personal holding 
status of insurance commissions has 
been decided. 


The sale of foreclosed collateral oc- 
casionally furnishes a significant por- 
tion of a loan and finance company’s 
income. In Elverson Corporation v. 
Helvering,”® gain derived in this man- 
ner was held not to be interest and, 
consequently, not personal holding in- 
come. Finance companies often enter 
the used automobile business to pro- 
vide an outlet for debtors’ automobiles 
which have been repossessed. Gross 
income derived from such business is 
clearly not personal holding income. 


Arrangements are occasionally en- 
tered into whereby a borrower grants 
a limited participation in his earnings 
to a lender as part of the considera- 
tion for making a loan. In Pacific 
Northwest Finance Corporation,®® the 


"CCH Dec. 13,815, 3 TC 498; but com- 


pare Mayflower Investment Company, 57-1 
ustc 99268, 239 F. 2d 624 (CA-5), aff’g 
CCH Dee. 21,140, 24 TC 729. 
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Tax Court held that the proceeds from 
such an arrangement were not inter- 
est. The decision—to which four 
judges dissented—was based largely 
on the fact that the borrower had 
made no unconditional agreement to 
repay the sums advanced. The Com- 
missioner announced his nonacquies- 
cence to the decision, a decision which 
seems to have limited precedent value 
due to its rather unusual facts. As 
a general rule, “the term ‘interest’ 
means any amounts, includible in 
gross income, received for the use of 
money loaned.” ** Transactions bear- 
ing too great a similarity to loans will 
normally produce interest, even though 
they are drafted as profit-sharing ar- 
rangements. 


Rent income frequently offers an 
avenue of @scape from personal hold- 
ing classification by corporations gen- 
erally. While this device is not unique 
to loan and finance companies ; never- 
theless, it occasionally proves useful 
to a corporation (usually one of an 
affiliated group) which derives 50 per 
cent or more of its income from rents. 
Although rents are personal holding 
company income, they are not so clas- 
sified if they constitute 50 per cent 





Gross Receipts 
Cost of Goods Sold 


Gross Income 
Operating Expenses 


Net Income 


Since only 70 per cent ($7,000 di- 
vided by $10,000) of Alpha’s gross 


income is personal holding income, it 


* Regs. Sec. 1.543-1( b)(2). 
* 1954 Code Sec. 543(a)(7). 


Financial Institutions 


or more of a corporation’s gross in- 
come.** Thus, a corporation which 
might otherwise qualify as a personal 
holding company, may escape the sur- 
tax so long as rent income constitutes 
50 per cent or more of its gross income. 


Gross Income 

Since one of the tests by which a 
corporation is judged a personal hold- 
ing company alludes to “gross in- 
come” ** the definition of that term 
becomes most important. The regu- 
lations contain the following limited 
definition of gross income: “In a manu- 
facturing, merchandising or mining 
business, ‘gross income’ means the 
total sales less the cost of goods sold, 
plus any income from investments 
and from incidental or outside oper- 
ations or sources.” ** For most types 
of personal holding income, gross re- 
ceipts and gross income are synony- 
mous; however, the above definition 
becomes particularly important to a 
corporation which has both personal 
holding and nonpersonal holding income. 


Let us take, as an example, Alpha 
Company, which includes a used auto- 
mobile business as a part of its oper- 








ations. Its income is derived as follows: 
Personal 
Holding Auto 
Total Income Business 
$19,000 $7,000 $12,000 
9,000 9,000 
10,000 7 000 3,000 
3,000 1,000 2,000 
$ 7,000 


$6,000 $ 1,000 





would escape the surtax. The stock 
ownership requirement is assumed to be 
met in this and succeeding illustrations. 


3 1954 Code Sec. 542(a)(1). 
™ Regs. Sec. 1.61-3(a). 
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Let us take, as another example, 
Beta Company, which includes a manu- 


Gross Receipts 

Cost of Goods Sold 
Material and labor 
Depreciation expense 


Other manufacturing expense 


Total 


Gross Income 
Operating Expense 


Net Income 


As the income is set forth above, 
Beta would appear to qualify as a 
personal holding company since 80 
per cent ($8,000 divided by $10,000) 
of its gross income is from personal 
holding sources. However, since Beta 
may, at its option, deduct depreciation 
on its plant and machinery as an oper- 
ating expense rather than as a compo- 
nent of cost of goods sold,** the gross 
income from manufacturing may be 
increased from $2,000 to $3,000. Beta 
may thus escape the surtax because 
its gross income from personal hold- 
ing company sources is now only 73 
per cent ($8,000 divided by $11,000). 
The classification of income and ex- 
penses on the taxpayer’s books and 
tax returns can have a decided effect 
on the taxpayer’s personal holding 
status. 


While a corporate return requires 
no analysis of gross income as be- 
tween personal holding and other in- 
come, such an analysis must obviously 
be made in order that the corpora- 
tion’s liability for the surtax be known. 


* Rev. Rul. 141, 1953-2 CB 101. 
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facturing business as a part of its 
operations. Its income is derived as 
follows: 


Personal 
Holding Manufactur- 
Income ing Business 


$8,000 $12,000 


7,000 
1,000 


2.000 2,000 





10,000 10,000 


8,000 
2,000 


2,000 
1,000 


10,000 
3,000 





$6,000 


$ 7,000 


$ 1,000 


Since personal holding “gross receipts” 
and “gross income” are normally the 
same, the taxpayer’s obligation to de- 
duct cost of goods sold in arriving at 
“gross income” substantially reduces 
the usefulness of other income sources 
in providing the needed 21 per cent to 
prevent imposition of the surtax. De- 
spite this hurdle, many loan and finance 
companies successfully avoid the per- 
sonal holding surtax by operating 
business ventures such as auto lots, 
insurance agencies, collection agen- 
cies, and the like. 


The leading case involving deter- 
mination of gross income for personal 
holding purposes is Woodside Acres, 
Inc.** Here, the taxpayer contended 
that its gross receipts from the oper- 
ation of a dairy farm should also be 
considered its gross income (without 
deducting the feed and labor expended 
in producing the income). The court 
sustained the Commissoner’s conten- 
tion to the contrary, assessing the per- 
sonal holding surtax (since the gross 
income thus computed no longer 


* 43-1 ustc J 9388, 134 F. 2d 793 (CA-2) 
aff’'g CCH Dec. 12,522, 46 BTA 1124. 
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constituted over 20 per cent of the 
corporation’s gross income). The 
corporation had substantial personal 
holding income from investments. 


In W. A. Bechtel Company,’ a tax- 
payer whose income came largely from 
dividends received $134,000 to remove 
a pipe line. The subcontract and other 
costs of completing this job totaled 
$135,000. The court permitted the 
taxpayer to include the $134,000 in 
his gross income, undiminished by 
any part of the $135,000 cost, thus 
preventing imposition of the personal 
holding surtax. The Commissioner 
contended that Bechtel received re- 
imbursements rather than gross in- 
come. Apparently, no attempt was 
made to establish the $135,000 as cost 
of goods sold. Such a holding would, 
of course, have negated the pipe line 
income entirely for personal holding 
purposes. 


Corporations seeking income to 
offset the effects of their personal 
holding income should proceed with 
caution lest it be considered reimburse- 
ment (as in Kresge **) or its net effect 
be negated by the deduction of a large 
cost of goods sold (as in Ray Eden- 
field*®). Ina scholarly paper *° which 
deals exhaustively with personal hold- 
ing company gross income, Frank H. 
Levine makes the following comment : 


“In spite of the Jergens™! and 
Bechtel cases, the leading case in this 
area is the Kresge case, and it remains 
a prodigious hurdle for a corporation, 
otherwise liable for personal holding 
surtax, to surmount in attempting to 
avoid such liability by establishing 
that certain receipts are gross income, 


* CCH Dec. 11,332, 42 BTA 927 (1940). 

* Cited at footnote 19. 

* CCH Dec. 19,236, 19 TC 13 (1952). An 
individual was forced to reduce gross re- 
ceipts from his contracting business by the 
amount he expended for materials and 
labor in arriving at gross income. De- 
termination was necessary under 1939 Code 
Sec. 275(c) to ascertain whether or not 
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where (1) the source of this revenue 
is a relatively new undertaking or is 
not a regular or related operation of 
its normal business, (2) such receipts 
are approximately equivalent to the 
related disbursements, and (3) the 
probability of direct, immediate profit 
from the activities giving rise to the 
receipts is somewhat remote or diffi- 
cult to spell out.” 


Partnerships and Joint Ventures 


Under the provisions of the Uniform 
Partnership Act, adopted by Colo- 
rado and many other states, a corpo- 
ration may enter into a partnership 
or joint venture as does any natural 
person. When a corporation becomes 
a partner, the following questions arise 
in determining the corporation’s gross 
income for personal holding purposes : 


(1) Is a corporation’s distributive 
share of partnership income “nonper- 
sonal holding income,” regardless of 
the partnership’s sources of income? 


(2) If the partnership earns both 
personal holding and nonpersonal hold- 
ing income, is the corporation pre- 
sumed to earn its distributive share 
of each? 


(3) Is the partnership’s net income 
or its gross income taken into account 
by the corporation in determining cor- 
porate gross income? 


In answer to question 1, the courts 
have made it quite clear that a part- 
nership is treated as an aggregate of 
individuals, each of whom is considered 
to earn a share of each type of income 
earned by the partnership. In Com- 
missioner v. Whitney, the decision 


taxpayer had underreported gross income 
by 25 per cent. 

“ Levine, “Gross Income in the Personal 
Holding Company,” 9 Tax Law Review 453 
(May, 1954). 

“ Cited at footnote 20. 

@ 48.2 ustc 7 9354, 169 F. 2d 562 (CA-2), 
cert. den., 335 U. S. 892 (1948). 
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concludes: “There is no doubt that 
generally speaking under the tax law 
we must approach the partnership as 
an association of individuals who are 
co-owners of its specific property and 
who are taxed, while the partnership is 
not.” Similar conclusions were reached 
in Emil Mosbacher v. U. S.,“° Jennings 
v. Commissioner,’ Harry H. Neuberger 
v. Commissioner *® and John Craik v. 
U.S“ A revenue ruling dealing with 
what constitutes a partner’s gross in- 
come (in determining applicability of 
1939 Code Section 275(c) relating to 
omission of 25 per cent of gross in- 
come) states: “‘ Gross income’ of a 
member of a partnership includes his 
proportionate share of the gross in- 
come of the partnership.” * 


There are no published rulings re- 
lating specifically to the inclusion in 
a partner’s gross income of his pro- 
portionate share of the partnership’s 
gross income for the purpose of de- 
termining the partner’s liability for 
personal holding surtaxes. An unpub- 
lished letter ruling (issued-February, 
1957), however, instructed a corpora- 
tion to report on its return its propor- 
tionate share of the gross rent income 
and expenses of a partnership in which 
it was a member rather than its dis- 
tributive share of the net income, in 
order to determine the corporation’s 
personal holding income. 


In William J. Lemp Brewing Com- 
pany,** a taxpayer claimed that an 
agreement granting another corpora- 
tion the exclusive right to use its 
name and products was a joint ven- 
ture. On that ground, taxpayer claimed 
that royalties collected under the agree- 
ment were profits from a joint venture 
and not personal holding income. In 


Hopag, S. A. Holding de Participation 


“40-2 ustc J 9781, 311 U. S. 619. 

“40-1 ustc $9385, 110 F. 2d 945 (CA-5), 
cert. den., 311 U. S. 704 (1940). 

“40-2 ustc 7 9758, 311 U. S. 83 (1940). 

“40-1 ustc J 9222, 31 F. Supp. 132 (1940). 

“Rev. Rul. 55-415, 1955-1 CB 412. 
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et de Gestion de Brevets Industriels,*° 
the Commissioner contended that the 
taxpayer received personal holding in- 
come through a partnership or joint 
venture. In both cases the courts 
held that no partnership or joint ven- 
ture existed, avoiding a decision as 
to whether the formation of a partner- 
ship or joint venture changes the na 
ture of personal holding income which 
passes through to its partners. 


From these and other decisions 
bearing on the relationship and distri- 
bution of partnership income to the part- 
ners, it would seem quite certain that 
personal holding income received by 
the partnership would not lose its 
classification as such by passing through 
a partnership or joint venture. Simi- 
larly, the answer to question 2 seems 
to follow the same aggregate prin- 
ciple—namely, each partner would be 
considered as earning his distributive 
share of the partnership income, that 
income retaining the same personal 
holding or nonpersonal holding char- 
acter in the hands of the partner as 
it had in the hands of the partnership. 
The 1954 Code * permits partners to 
allocate different types of partnership 
income and deductions in different 
distribution ratios. However, a dis- 
proportionate allocation is disregarded 
if its principal purpose is to avoid or 
evade federal income tax. The regu- 
lations *' provide that “business pur- 
pose” and “substantial economic effect” 
are factors in determining whether 
the principal purpose of a special allo- 
cation is tax avoidance. A _ partner- 
ship agreement, then, might provide 
that partner A (a corporation threatened 
with possible personal holding com- 
pany classification) receive 100 per 
cent of the partnership’s income from 


“CCH Dec. 19,050, 18 TC 586 (1952). 

“CCH Dec. 17,430, 14 TC 38 (1950), 
acq., 1953-1 CB 4. 

” 1954 Code Sec. 704(a). 

™ Regs. Sec. 1.704-1(b). 
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manufacturing and selling and that 
partner B (an individual) receive 100 
per cent of the partnership’s invest- 
ment income. So long as the arrange- 
ment has a business purpose or sub- 
stantial economic effect, it should be 
valid in determining B’s gross income 
for personal holding purposes. 


Question 3, it would seem, should 
follow the same line of reasoning. 
The distributive share of a partner- 
ship’s gross income should be added 
to the partner’s other gross income in 
determining the partner’s personal 
holding status.*? Frank H. Levine’s 
paper ** expresses the opinion that a 
partner’s share of the partnership’s 
net income and not of its gross income 
should be taken into account to de- 
termine the partner’s personal holding 
income. This would seem contrary 
to the line of reasoning expressed in 
the rulings and decisions cited above. 


Partnerships and joint ventures, 
then, can be useful tools in preventing 
personal holding classification. To be 
of maximum benefit, the partnership 
should (1) engage in a business which 
has a high ratio of gross income to 
net income and (2) earn little or no 
personal holding income. It would 
probably be advisable that the -part- 
nership’s business be somewhat re- 
lated to the business of its partner. 


Let us consider, as an example, the 
Gamma Corporation. Gamma, an in- 
vestment company, finds that a change in 
its stock ownership has suddenly caused 
it to become a personal holding com- 
pany since its income is entirely 
from dividends and interest. Incident 
to its lending operations, Gamma an- 
nually repossesses a number of auto- 
mobiles which it must dispose of. To 
solve its personal holding problems 
and provide an outlet for its reposses- 
sions, Gamma enters into a partner- 
ship with James Simpson, an auto 


dealer. The partnership’s income state- 
ment for its first year is as follows: 
$320,000 


Sales 
Cost of Goods Sold 


. 80,000 
40,000 


Gross Income 
Operating Expenses 


Net Income (before partner’s 
salary) en 
Partner’s Salary to James Simp- 

son . 


40,000 
26,000 
$ 14,000 
Gamma and Simpson invested equal 
capital and share equally in the net in- 
come after allowing Simpson a salary for 
managing the business. Gamma’s in- 
come statement for the same year is: 


$60,000 
20,000 


Net Income . 


Interest and Dividends Received 
Operating Expenses 


40,000 
7,000 


Net Investment Company Income 
Share of Partnership Net Income 


Net Income 


$47,000 


In order to determine Gamma’s per- 
sonal holding status, the following 
analysis of gross income is necessary. 

Interest and Dividend In- 

come .. 


Gamma’s Share of Auto 
Company Gross Income 


$ 60,000 60% 


40,000 40% 
$100,000 100% 


By entering into this partnership, 
Gamma has reduced its personal hold- 
ing gross income from 100 per cent to 
60 per cent—well below the 80 per 
cent which would subject it to the 
surtax. 


Total Gross Income 


Banks 


Since its inception, the personal 
holding company law has exempted 
banks from surtax.* Banks are de- 
fined as follows: 


“(T]he term ‘bank’ means a bank or 
trust company incorporated and doing 
business under the laws of the United 
States (including laws relating to the 





"1954 Code Sec. 61(a)(13); 
1.61-13(a). 


Regs. Sec. 
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® Cited at footnote 40. 
* 1954 Code Sec. 542(c)(2). 





District of Columbia), of any State, or 
- of any Territory, a substantial part of 
the business of which consists of re- 
ceiving deposits and making loans and 
discounts, or of exercising fiduciary 
powers similar to those permitted to 
national banks under section 11(k) of 
the Federal Reserve Act (38 Stat. 262; 
12 U. S. C. 248(k)), and which is 
subject by law to supervision and exami- 
nation by State, Territorial, or Fed- 
eral authority having supervision over 
banking institutions. Such term also 
means a domestic building and loan 
association.” *° 


In 1942, Congress granted exemp- 
tion to loan or investment corpora- 
tions, “a substantial part of the business 
of which consists of receiving funds 
not subject to check and evidenced 
by installment or fully paid certifi- 
cates of indebtedness or investment, 
and making loans and discounts... .” 


During the time this new subsec- 
tion was added to the Code, two cases 
were being litigated which hinged up- 
on whether industrial banks and Mor- 
ris Plan banks could qualify as banks 
under the definition contained in Sec- 
tion 104(a) of the Revenue Act of 
1936 (now Section 581 of the 1954 
Code). The taxpayer in each case 
contended it was a bank as defined in 
the Code and, consequently, was en- 
titled to the lower tax rate then in 
effect for banks. The two cases, 
Staunton Industrial Loan Corporation ™* 
and Morris Plan Bank of New Haven 
v. Smith,®® were both decided in favor 
of the taxpayer. The new subsec- 
tion was added to remove the threat 
of personal holding surtaxes from in- 
stitutions which were similar to com- 
mercial banks in most respects but 
were unable to qualify as banks under 
the statutory definition. 

® 1954 Code Sec. 581. 

5 1954 Code Sec. 542(c)(8). 


* 41-2 ustc J 9544, 120 F. 2d 930 (CA-4), 
rev’g CCH Dec. 11,348, 42 BTA 1030. 
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It is most important that industrial 
banks, Morris Plan banks, and the like, 
determine whether exemption from 
personal holding classification is sought 
under Section 542(c)(2)—the bank 
exemption—or Section 542(c) (8)—the 
loan or investment corporation exemp- 
tion—because the latter exemption be- 
comes ineffective if loans greater than 
$5,000 are made to a 10 per cent share- 
holder or his family. 


When seeking a statutory exemp- 
tion from personal holding surtaxes, 
each industrial bank and similar in- 
stitution must look to the laws under 
which its charter is granted to deter- 
mine whether it can qualify as a 
“bank” or, in the alternative, as a “loan 
or investment corporation.” In Staun- 


ton, the court held that the line which 
a state law may draw between “banks” 
and “industrial loan associations” is not 
controlling in federal tax matters. 


It would appear from a reading of 
the Staunton and Morris Plan decisions 
that industrial banks chartered under 
the Colorado Industrial Bank Act 
qualify as “banks” under Section 542 


(c) (2). 


Election to Be Taxed 
as Partnership 


The Technical Amendments Act of 
1958 added new Subchapter S to the 
Code, which permits certain corpora- 
tions to elect to be taxed as partner- 
ships.*® Under this new scheme of 
taxation, the shareholders of a qualify- 
ing corporation may elect to have the 
corporation’s income taxed to them 
in a manner substantially similar to 
that of a partnership. To qualify, a 
corporation must (1) be a domestic 
corporation, not eligible to file a con- 
solidated return, (2) with but one 
class of stock and (3) with ten or 


*® 42-1 ustc $ 9239, 125 F. 2d 440 (CA-2), 
rev’g 41-2 ustc $9511 (DC Conn.). 
1954 Code Sec. 1371-1377. 
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less shareholders (all of whom are 
individuals or estates, and none of 
whom are nonresident aliens). 


This “new look” in corporate tax- 
ation would have seemed to be the 
ideal solution for personal holding 
companies, had not Congress seen fit 
to add a provision which terminates 
the election for any corporation de- 
riving 20 per cent or more of its gross 
receipts from “royalties, rents, divi- 
dends, interest, annuities and sales or 
exchanges of stock or securities.” ® 
Those responsible for writing this 
section apparently have mistaken the 
cure for the disease. The original 
intent behind imposition of the per- 
sonal holding company surtax was to 
prevent the channeling of investment 
income into “incorporated pocket- 
books,” where it would be taxed at 
lower rates. Why then should a per- 
sonal holding company be prevented 
from making an election to have its 
income taxed to its shareholders—the 
precise aim which personal holding 
company legislation was intended to 


accomplish? 


Despite the fact that Section 1372 
(e)(5) is entitled “Personal Holding 
Company Income,” it should be noted 
that its provisions are materially 
different from the definition of per- 
sonal holding company income con- 
tained in Section 543. The following 
types of personal holding income will 
not preclude a corporation from elect- 
ing to be taxed as a partnership: 


(1) Gains from commodities trans- 
actions. 
(2) Income from estates and trusts. 


(3) Amounts received under per- 
sonal service contracts. 


Furthermore, the various refine- 
ments in the definition of rents and 
royalties contained in Section 543 are 
not included in the Section 1372(e) 


© 1954 Code Sec. 1372(e) (5). 
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(5) definition. Consequently, it is 
possible for a corporation which is 
exempt from personal holding classi- 
fication under Section 543 to be pre- 
cluded by Section 1372(e)(5) from 
electing to be taxed as a partnership 
(for example, a corporation which 
derives 50 per cent or more of its 
income from rents). 


Section 1372(e)(5) differs from 
Section 532(a)(1) in another material 
way. The former section refers to 
“gross receipts” (in applying the 20 
per cent test), while the latter section 
defines a personal holding company 
by referring to 80 per cent of its 
“gross income.” In some cases, a 
corporation subject to the personal 
holding company surtax because 80 
per cent of its gross income falls within 
the Section 543 definition may be eli- 
gible to make a Section 1372 election 
because less than 20 per cent of its 
gross receipts are derived from per- 
sonal holding sources. 


Let us look again to the Gamma 
corporation to illustrate this seem- 
ing enigma. During Gamma’s second 
year in partnership with Simpson, the 
auto business has the following oper- 
ating resu'ts: 


$660,000 
620,000 


40,000 
20,000 


Sales .. 
Cost of Goods Sold 


Gross Income 
Operating Expenses 


Net Income (before partners’ 
salary) : 

Partner’s Salary to James Simp- 
son 


20,000 
18,000 


2,000 


Net Income 


Gamma’s income statement for the 
same year is as follows: 


$80,000 
25,000 


55,000 
1,000 


Interest and Dividends Received 
Operating Expenses 


Net Investment Company Income 
Share of Partnership Net Income 


$56,000 


Net Income 
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The following analysis indicates 
that Gamma is now a personal hold- 
ing company, since 80 per cent of its 
gross income is personal holding in- 
come. 

Interest and Dividends. . 


Gamma’'s Share of Auto 
Company Gross In- 


come ($40,000) 


Total Gross Receipts... $100,000 100% 


Yet, the following table reveals that 
Gamma may elect to be taxed as a 
partnership (assuming it has ten or 
less shareholders, etc.) despite the 
fact that it is a personal holding com- 
pany, because less than 20% of its 
“gross receipts” are derived from in- 
terest and dividends. 


$ 80,000 80% 


Interest and Dividend 
Income wae 

Gamma’s Share of Auto 
Company Gross Re- 


ceipts ($660,000) .... 
Total Gross Receipts. . 


$ 80,000 19% 


330,000 81% 
$410,000 100% 


The committee reports offer no ex- 
planation for this adoption of a “gross 
receipts” test, while all prior legis- 
lation affecting personal holding in- 
come has relied on “gross income” as 
a determining factor. The differenti- 
ation between “gross receipts” and 
“gross income” is discussed at length 
in Woodside Acres.” 


Inasmuch as a Section 1372 elec- 
tion must be made during the first 
month of a corporation’s fiscal year 
(or the month immediately preced- 
ing), the opportunity to escape per- 
sonal holding surtaxes thereby will 
rarely occur. Only in the case of re- 
turns filed for the first year beginning 
after December 31, 1957, and ending 
after September 2, 1958, can a corpo- 
ration avail itself of hindsight in de- 
ciding whether or not to make the 
election. For such returns, the elec- 
tion need not be made until December 
1, 1958, or the last day of the fiscal 
year, whichever is earlier. 


™ Cited at footnote 36. 
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Unincorporated Loan 
and Finance Companies 


While it is not within the scope of 
this paper to discuss noncorporate en- 
tities, they will be touched on briefly 
because of their occasional use in the 
loan and finance business. This busi- 
ness, with its insatiable, ever-increas- 
ing need for capital, lends itself poorly 
to the noncorporate form. 


Since new loan and finance offices 
normally lose money for some time 
before becoming profitable, closely 
held companies often operate such 
offices as partnerships or sole pro- 
prietorships until they begin to show 
a profit. At that time they are incor- 
porated. In this way, the owners may 
offset initial losses against their other 
income. These unincorporated enti- 
ties, of course, are not subject to per- 
sonal holding surtaxes so long as they 
do not become associations taxable 
as corporations. 


In Colorado, a 2 per cent surtax on 
gross interest and dividend income 
makes it unfeasible for a sole pro- 
prietor to operate a loan business. 
State law exempts corporations from 
this surtax and permits partnerships 
to calculate their partners’ surtax lia- 
bility under a formula which has the 
effect of taxing met rather than gross 
income from interest and dividends. 


Conclusion 


Since the assessment of personal 
holding surtaxes depends entirely on 
objective tests, the tax practioner can 
advise his client concerning his lia- 
bility with reasonable certainty. No 
questions need be raised as to the 
client’s intent nor must the practitioner 
inquire as to whether the corporation 
was “formed or availed of” to relieve 
shareholders of high taxes. The ground 
rules are known, and their application 
is inflexible. 
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This is not to say that personal 
holding surtaxes present no problems 
to the practitioner. To the contrary, 
the inflexibility of the rules and the 
complete irrelevancy of intent put a 
premium upon the practitioner’s vigi- 
lance. This is particularly true during 
the period in which a corporation 
liquidates, at the time of unusual re- 


arrangements of corporate affairs, and 
during the early stages of develop- 
ment of the corporation’s regular busi- 
ness. Since the stakes are high, no 
corporate return should be prepared 
or reviewed without checking its status 
under the personal holding company 
sections of the Internal Revenue Code. 


[The End] 


Appendix 


The following is an excerpt from 
the decision rendered in Elk Discount 
Corporation, CCH Dec. 14,179, 4 TC 


196, describing the auto finance business. 


“The petitioner [Elk Discount Cor- 
poration] solicited automobile dealers 
to sell to it the conditional sales con- 
tracts and notes which such dealers 
received on the sale of a car or auto- 
mobile. It supplied the dealer with 
its own conditional sales contract and 
note forms and also supplied the dealer 
with a form of credit statement and 
a rate chart or price list showing the 
amount which it would pay the dealer 
for such conditional sales contracts 
and notes. Thus, where the condi- 
tional sales contract and note pro- 
vided for the payment of $280.62 in 
installments covering a period of 12 
months, 16 months, or 18 months in 
equal monthly installments, the peti- 
tioner would pay the dealer $200 for 
the conditional sales contract and note. 
The conditional sales contract form 
provided in part as follows: 


“ ‘Tn CONSIDERATION of the price of $. .. 
(Total 


ee to be paid $.. Le SRE 
Time Price) (Down Payment) 
on the date hereof and the further sum of 
Bris pail tart akan to be paid as herein- 
(Amount of Rate) 
after specified, the undersigned Seller hereby 
sells, and the undersigned Purchaser or 
Purchasers jointly and severally hereby 
purchase(s), subject to the terms and con- 
ditions hereinafter set forth, the following 
property, together with all parts, equipment 
thereon, to wit:’ 
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“The contract was to be executed 
both by the seller and the purchaser. 
The petitioner was not a party to the 
contract. It provided that title to 
the automobile was to remain with the 
seller until the contract price was 
fully paid by the purchaser. 


“Attached to the form was a form 
for assignment of the contract to the 
petitioner by the seller. 


“There was also attached to the 
contract form a ‘Conditional Sale 
Contract Note’ which provided in 
material part as follows: 


RU riicc ds ch eee Me ees New York, 
For value received the undersigned jointly 
and severally, promise to pay to the order of 
(Seller) 

rh Ge AR Dollars ($ 
at office of Etx Discount CorporaTION, in 
installments as follows, viz: Pere 
stallments of $ and 
installments of $ , the first install- 
ment to be paid on the .... day of .. 
193.., and one installment on PBR Ot Fao 
day of each succeeding month thereafter 
until the entire sum is paid, together with 
interest thereon at the rate of six per cent 
per annum from date; but all installments 
paid on or before maturity may be paid 
without interest. 


“The reverse side of the note pro- 
vided, in part: 


Pay to the Order of 
ELx Discount CorporaTION 
Without recourse on us 


By 
By 


821 





“When a customer came to a dealer 
for the purchase of a new or second- 
hand car and the customer desired 
to purchase the car, paying in part 
therefor on the installment basis, the 
dealer named a price as the down 
payment and advised the customer of 
the total amount of the unpaid pur- 
chase price. He was informed that if 
his credit was acceptable to an auto- 
mobile discount corporation he could 
obtain the car upon making the down 
payment and executing the required 
conditional sales contract and note. 
The dealer would then obtain informa- 
tion with regard to the prospective 
customer’s credit standing, obtain re- 
quired references, and phone a credit 
statement about his customer to the 
petitioner. The petitioner would then 
check the man’s credit.statement and 
would also check the appraisal value 
of the automobile in an appraisal book 
published monthly. After taking into 
consideration the type of car that was 
being sold, the amount of money it 
was being sold for, and the customer’s 
equity in the car, if the petitioner 
thought it was a safe risk and the 
prospective customer’s credit standing 
was Satisfactory, it would then advise 
the dealer that it would purchase the 
contract and note. Within a short 
period the dealer would either mail or 
bring the contract and note to the 
petitioner and the petitioner would 
then pay the dealer for the condi- 
tional sales contract and note the 
amount shown to be the value thereof 
by the petitioner’s rate chart. There- 
after the petitioner would mail to the 
car buyer a notice that it had pur- 
chased the contract and note from the 
dealer and that he (the customer) 
was to make payments due on the 
note to the petitioner. 


“Conditional sales contracts and 
notes were purchased by the petitioner 
without recourse to the dealer, but 
occasionally the petitioner would re- 
quire the dealer to execute a repur- 


822 


September, 1959 @ 


chase agreement by which the dealer 
would be required to repossess the 
car without loss to the petitioner in 
case of default on the note by the buyer. 


“During the years 1938, 1939, and 
1940 there were several companies in 
Buffalo buying conditional sales con- 
tracts and notes. All of these com- 
panies carried on business in much 


‘the same way as the petitioner and 


most dealers did business with more 
than one of them. Nearly all of these 
companies furnished their own forms 
and rate charts. The rates varied and 
there was considerable competition 
to get the business, the automobile 
dealer doing business with the com- 
pany which offered the highest price 
for the conditional sales contract and 
note. Although petitioner furnished 
its own rate chart which showed the 
charge that it was making for deferred 
payments, it sometimes bought notes 
on other rate charts in order to obtain 
business and sometimes purchased 
conditional sales contracts and notes 
which were not made on its own forms. 


“The dealer fixed the price of the 
automobile and worked out the terms 
of payment with its customer, the 
purchaser of the automobile. Peti- 
tioner did not take any part in: these 
negotiations and did not have any 
dealings with the buyer of the auto- 
mobile until after it had purchased 
the conditional sales contract and note. 


“On some occasions the dealer would 
obtain a greater amount by the de- 
ferred payments than the ordinary 
amounts called for by the rate chart 
and in such a case the overpayment 
would be given to the dealer when 
collected. 


“The petitioner also paid to the 
dealer for each deal turned over to 
it a certain afmount of money out of 
the profit which it was to make on 
the purchase of conditional sales con- 
tracts and notes. This was commonly 
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known as a reserve or kick-back. All 
of the finance companies gave such 
kick-backs and arrangements for the 
payment thereof were made at the 
time that connections were made with 
the automobile dealer to acquire all 
or a part of his conditional sales con- 
tracts and notes. Payments of kick- 


backs were usually made at or shortly 
after the conditional sales contract and 
note were purchased by the petitioner. 


“The petitioner also furnished to 
the purchaser of the automobile, at 
its own cost, fire, theft and, on higher 
priced cars, collision insurance which 
insured both the petitioner and the 
purchaser of the automobile. 


was the owner of these cars. They 
were left in the possession of the 
dealer. On these transactions the 
petitioner received interest. 

“These items of interest and also 
any receipt of interest collected from 
the makers of conditional sales con- 
tract notes, where the installments 
on the notes were not made when 
due, were recorded separately from 
profits which resulted in the case of 
conditional sales contracts and notes. 


“The difference between the amount 
which the petitioner paid for a con- 
ditional sales contract and note, ac- 
cording to its rate chart, and the 


amount eventually to be received by 
it was its gross profit, and this item 
was reported on petitioner’s tax re- 
turns under the heading of ‘carrying 
charges’.” 


“The petitioner also did some trust 
receipt business, that is to say, financed 
the purchase of automobiles for dealers. 
This was a very minor part of the 
petitioner’s operations. The petitioner 


SHORT SHORTS 

The United States Senate ratified a supplementary con- 
vention with Norway on August 12, 1959. This relates to the 
income tax treatment of dividends—a subject which was 
omitted from the earlier treaty. Payments made by 
property owners to compensate Atomic Energy Commission 
communities for municipal-type services are to be treated as 
payments of local taxes for police protection and road main- 
tenance. They are deductible as taxes. See T. D. 6406. 
There’s a bill, S. 1976, which passed the House that would 
provide that funds paid by the government to Indian tribes 
or to individual Indians to compensate them for the loss of 
fishing rights on the Columbia River would not be subject to 
federal or state income taxes. Small businessmen, par- 
ticularly those engaged in defense contracts, have complained 
to the Senate Small Business Committee that useful life 
depreciation is not adequate in an era of rapid technological 
changes which render equipment obsolete before it is worn 
out. A special ruling says that doctors can be allowed 
deductions for business entertainment, but there must be a 
definite possibility or reasonable expectation that medical fees 
will result from the entertaining. The mere hope that patients 
will be referred is not enough to justify a deduction. 
Arch M. Cantrall, Chief Counsel of the Internal Revenue 
Service and Assistant Chief Counsel of the Treasury, has 
announced that he will resign August 31, 1959. 
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“ECONOMIC INTEREST’’—THE RISE AND FALL OF A SLOGAN— 


Continued from page 802 


what a court will do. (That observa- 
tion, it is proper to note, is a conclu- 
sion based on quite a number of 
sanguine assertions as to the outcome 
of Supreme Court litigation which, in 
the event, turned out to be badly mis- 
taken.) Still, if “the law” is, as Justice 
Holmes often asserted, the sum total 
of “the prophecies of what the courts 
will do in fact,” *"* then prophecy is 
called for on occasion, regardless of 
risk, and the writer will accordingly 
venture the following: 

It is clear analytically that the re- 
sult in Southwest Exploration Company 
cannot be squared with the shaping 
decisions on the purpose and scope of 
the depletion allowance in Ludey, 
Palmer and Bankline. It is similarly 
clear that the discussion in Southwest 
Exploration Company, which attempted 
to rationalize and to reconcile the 
later decisions from 310 through 328 
U. S., so far concentrated on the dis- 
tinctions and explanations made 
therein that, unavoidably, the con- 
tours of the concept became blurred 
and distorted because that concept 
had become enshrouded in a veritable 
fog of words. It must also be clear 
that the restatement in Parsons of the 
basis of the depletion allowance, in 


the terms originally used by the 
Court, with the emphasis on transfer 
of ownership, on capital investment 
in mineral and on the depleting min- 
eral capital asset, must have made 
apparent to those members of the 
Court who had concurred in Southwest 
Exploration Company the extent to 
which that decision constituted “a 
departure from theretofore  estab- 
lished principles.” ™* 

The formulation of the reasons jus- 
tifying the allowance for depletion, 
by Chief Justice Hughes in Bankline, 
“is as strong today as when it was 
written, and it would be a source of 
confusion and injustice if, through 
too broad expressions in a few opin- 
ions, a different conclusion from that 
to which it should carry us were to 
obtain.” "5 In short, it is the writer’s 
view that the Southwest Exploration 
Company decision “can no longer be 
guiding” "* and that when its holding 
is next considered by the Supreme 
Court, it will, with due regard to the 
proprieties and the elegantia juris, be 
quietly laid to rest—whether by being 
distinguished or by being expressly 
overruled or simply by being ig- 
nored **? does not much matter. 


[The End] 





™ «The Path of the Law,” in Collected 
Legal Papers, p. 167; American Banana Com- 
pany v. United Fruit Company, 213 U. S. 347, 
356: “Law is a statement of the circum- 
stances, in which the public force will be 
brought to bear on men through the courts.” 

™ Sonneborn Brothers v. Cureton, 262 U. S. 
506, 520, per Chief Justice Taft, limiting and 
qualifying Standard Oil Company v. Graves, 
249 U. S. 389; Askren v. Continental Oil Com- 
pany, 252 U. S. 444; and Bowman v. Conti- 
nental Oil Company, 256 U. S. 642. 

For the background of the Sonneborn 
Brothers case, where the vote originally 
taken was the other way, see Bickel, The 
Unpublished Opinions of Mr. Justice Brandeis, 
pp. 100-118. 
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™® Sonneborn Brothers v. 


footnote 114, at p. 521. 

™° Rochester Telephone Corporation v. U. S., 
307 U. S. 125, 143, disapproving the “nega- 
tive order” doctrine of Procter & Gamble 
Company v. U. S., 225 U. S. 282, and cases 
following it. 

"In Browder v. Gayle, 142 F. Supp. 707 
(DC Ala.), a three-judge district court en- 
joined the enforcement of an ordinance re- 
quiring segregated seating in intrastate 
buses, on the basis that Plessy v. Ferguson, 
163 U. S. 537, was no longer law. On ap- 
peal, the Supreme Court affirmed per curiam, 
without any mention of Plessy v. Ferguson 
(Gayle v. Browder, 352 U.S. 903). 
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By W. FLETCHER HOCK 


The good will of a business is quite a common thing and is something 
for which every business strives. It has been established 

by decision that good will has value in and of itself. 

Because of this, tax problems are created when the business is sold 
or liquidated. Mr. Hock is a New York attorney and CPA. 


EVENUE RULING 57-480, 1957-2 CB 47, states that “Trans- 

ferable goodwill does not attach to the business of a professional 
man or firm, or to any other business, the success of which depends 
solely upon the professional skill, ability, integrity and any other per- 
sonal characteristics of the owner.” After making that very positive 
statement, the ruling, then, in the next breath, admits that “in Richard 
S. Wyler v. Commissioner, [CCH Dec. 17,707], 14 T. C. 1215, the court 
recognized that goodwill may be sold by professional men.” Since 
it has been clearly established that good will “is not susceptible of 
being disposed of independently” from the business of which it is a 
part (Metropolitan National Bank v. St. Louis Dispatch Company 149 U. S. 
436), it is difficult to understand how a professional man can sell his 
good will, if there is not any good will in his business. In Dodge 
Brothers v. U. S., 41-1 ustc J 9309, 118 F. 2d 95, the court said that 
“good will cannot be carved out of a business and sold independently 
of the going concern.” In Estate of Henry A. Maddock, CCH Dec. 
18,118, 16 TC 324, the court said that “good will exists as a valuable 
asset only as an integral part of a going business and cannot be sold, 
donated, or devised apart from the going business in which it was 
developed and to which it is thereafter inseparably attached.” There- 
fore, if, as the ruling concedes, good will may be sold by professional 
men, and since the courts have established that good will cannot be 
sold separately from the business of which it is a part, how can the 
ruling ever conclude that good will does not attach to the business of 
a professional man? If the good will does not attach to the business, 
then you arrive at the anomalous result that a professional man can 
sell his good will, which must be part of his business, but yet the good 
will cannot be part of his business. 
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Good Will 


A definition of good will which 
appears to be the genesis of many 
modern definitions appears in Story, 
Partnerships, Section 99: “Good will 
may be properly enough described to 
be the advantage or benefit which is 
acquired by an establishment beyond 
the mere value of its capital stock, 
funds or property employed therein, 
in consequence of the general public 
patronage and encouragement which 
it receives from constant or habitual 
customers on account of its local posi- 
tion, or common celebrity, or reputation 
for skill, or affluence or punctuality, 
or from other actual circumstances 
or necessities, or even from ancient 
partialities or prejudicies.” (Italics 
supplied.) Another leading definition 
is that “the term ‘good will’ in its 
legitimate sense, implies or connotes 
a condition where the public or at 
least a substantial number of people, 
will continue to deal with the establish- 
ment by force of habit or otherwise, 
regardless of a change of ownership.” 
(Pfleghar Hardware Specialty Com- 
pany, CCH Dec. 3769, 11 BTA 361, 
italics supplied.) In the Wyler case, 
above, it was pointed out that “the 
courts include as a leading element 
of good will the probability that the 
customers of the old establishment 
will continue their patronage.” 


Thus, there are two principal ele- 
ments of good will: 


(1) There must be an establish- 


ment or business. As pointed out in 
Maddock, above, “good will exists as 
a valuable asset only as an integral 
part of a going business.” It is the 
advantage that is gained by the busi- 
ness from the public following of the 
owner or the employees that becomes 
the good will of the business. 


(2) The business must have gen- 
eral public patronage. The earnings 
of a business depend upon the amount 
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of business that it can do and that, in 
turn, depends upon the customers 
who patronize the business. The life 
blood of any business is its customers, 
who thereby create its good will. 


There are other factors that affect 
good will, such as “the earnings record 
of the business for several years, the 
business location, reputation for fair 
dealing, type of clientele, quality of 
merchandise, amount and kind of ad- 
vertising and public esteem” (Estate 
of George M. Trammell, CCH Dec. 
19,067, 18 TC 662). However, these 
factors are not essential elements of 
good will because they need not al- 
ways be present to the same degree 
in every instance, if they need to be 
present at all. For example, adver- 
tising may be vital to the good will 
of one business but of only secondary 
importance to the good will of an- 
other. Compare the advertising that 
is required of a cigarette manufac- 
turer in order to obtain and, then, 
retain its customers with the adver- 
tising that a bottle-cork manufacturer 
must undertake for such purposes. 
The earnings record is usually im- 
portant in establishing that good will 
exists. However, in Peter Vamvaks, 
CCH Dec. 14,668(M), 4 TCM 733, 
the business had large earnings but 
it did not have any established cli- 
entele and, thus, no certainty that 
those earnings would continue. There- 
fore, the court held that the earn- 
ings record was not important in 
establishing good will. One of the 
important elements of good will was 
missing, namely, the customers. In 
Estate of Leopold Kaffie, CCH Dec. 
11,870, 44 BTA 843, it was pointed 
out that “a partnership may have 
large earnings without having any 
appreciable good will.” It is con- 
ceivable that a business could have 
good will, even though it operated at 
a loss. Such might be the case where 
the business had large gross sales 
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from an established clientele and the 
loss resulted solely from poor man- 
agement, which could easily be cor- 
rected. In Ellen J. Franklin, CCH 
Dec. 16,079(M), 6 TCM 1099, a busi- 
ness had not been operated profitably 
and was in financial difficulties. How- 
ever, the court held that the good will 
attached to the name of the business 
could be sold. On the other hand, 
a name may be important to the 
success of one business and not im- 
portant to another. “Good will... 
is not necessarily confined to a name.” 
(Howard B. Lawton, CCH Dec. 15,161, 
6 TC 1093; and C. C. Wyman & Com- 
pany, CCH Dec. 2851, 8 BTA 408.) 
It is not necessary that a business 
have any particular type of assets or 
that it be engaged in some sort of a 
commercial or industrial endeavor in 
order for it to own good will. In 
Aaron Michaels, CCH Dec. 16,758, 12 
TC 17, the taxpayer owned a laundry 
service whose only assets consisted of 
a small supply of linens and towels 
and a customer’s list. It was held 
that the business owned good will. In 
Richard S. Wyler, above, the assets of 
an accountant’s business consisted 
largely of working papers and office 
supplies, but the business was held to 
own good will. In Estate of Thomas 
F. Remington, CCH Dec. 15,924, 9 TC 
99, an insurance brokerage business 
was deemed to own good will. 


It is freely admitted that a com- 
mercial or industrial business can own 
good will. It is submitted that under 
the definition of “good will,” the 
good will of a business that has been 
created solely through the skill and 
ability and personal following of some 
individual—“personal good will”— 
can also exist. 





Must Be Part of a Business 


The ruling of the courts that good 
will must be attached to and be part 


Personal Good Will 


of a going business has been noted 
above. That is as true of personal 
good will as it is of commercial or 
industrial good will. Personal good 
will must be attached to and be part 
cf some going business. It is not 
property that attaches to the person 
who created it. In Mayme C. Sommers, 
CCH Dec. 6880, 22 BTA 1241, Som- 
mers was an employee of Great Western 
Oil Company and had built up the 
business largely through his personal 
ability and following. After the busi- 
ness had been sold at a large profit, 
Sommers withdrew and formed a new 
oil company of his own. It was held 
that he had not transferred any good 
will to the new company in payment 
for his stock. Any good will that he 
had built up in the oil business “was 
for the Great Western Oil Company. 
It was this good will, built up for the 
Great Western Oil Company by Som- 
mers ... which was a large factor in 
enabling that company to sell out... 
for $150,000.” The good will that 
was built up through Sommers’ efforts 
belonged to the employing company and 
not to Sommers. The employing com- 
pany received payment for the good 
will as one of its assets when it sold 
out. In Rodney B. Horton, CCH Dec. 
17,116, 13 TC 143, the good will of 
the taxpayer’s personal accounting 
business was held to be “part of the 
assets transferred” in the sale of the 
business. In C. C. Wyman & Com- 
pany, above, the owner had built up the 
good will of his business through his 
personal ability and following. He then 
sold the entire business to a new 
corporation in exchange for stock. It 
was held that the good will had been 
sold as part of the assets of the business. 


An individual may be able to take 
away the good will that he has built 
up for a business by building up the 
good will of another business. How- 
ever, the good will would remain as 
the property of the old business until 
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such time as he had built up the good 
will for the new business. At no time 
would the good will belong to the 
individual. It would be the property 
of the old business until it became 
the property of the new business. 
Thus, the good will that a person 
builds up for his business through his 
personal skill, ability and following 
remains the property of that business 
until such time as it may be lost 
through neglect, abandonment or some- 
thing of that sort, or until it is sold or 
otherwise transferred to some other 
business. 


Personal Good Will 
in New Business 


It would seem evident that a new 
business could rarely, if ever, own any 
good will at the moment that it began 
to function as a going concern, unless 
it had acquired good will as part of 
the assets of some established busi- 
ness which it took over by purchase 
or otherwise. The reason is that one 
of the principal elements of good will 
would be missing, namely, the require- 
ment of general public patronage. It 
usually requires some time before a 
new business becomes sufficiently es- 
tablished so that it will have a public 
following that would warrant a claim 
to the ownership of good will. The 
time will vary with each particular 
business. In Kendrick Coal & Dock 
Company, CCH Dec. 2409, 6 BTA 
1092, reversed on another issue, 1934 
CCH J 9362, 72 F. 2d 330, a coal job- 
bing business which had been in ex- 
istence only two months was held not 
to have owned any good will. In 
Erwin D. Friedlaender, CCH Dec. 
21,920, 26 TC 1005, a haberdashery 
business which had been in operation 
about eight months when it was sold, 
was held not to have owned good will 
for over six months (as a long-term 
capital asset). The court said that 
“good will is not an asset which nor- 
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mally is acquired in a relatively short 
period of time.” 


If a new business wishes to pur- 
chase good will, that good will must 
be purchased as part of the assets of 
another established business which it 
takes over. Good will cannot be pur- 
chased from an individual as an asset 
that belongs to that individual. In 
Providence Mill Supply Company, CCH 
Dec. 841, 2 BTA 791, an individual 
had been an employee of various or- 
ganizations in the mill supply busi- 
ness and had acquired an outstanding 
business reputation and following. He 
formed a new corporation so as to go 
into business for himself. It was 
held that the new corporation did not 
acquire any good will from the in- 
dividual as part of its invested capital, 
when it was incorporated. The court 
said that “ability, skill, experience, 
acquaintanceship, or other personal 
characteristics or qualifications do 
not constitute good will as an item of 
property; nor do they exist in such 
form that they could be the subject 
of transfer.” In other words, the per- 
sonal good will of an individual is not 
property that belongs to him so that 
he, as an individual, can transfer it at 
will. 


A lawyer may have exhibited great 
skill and ability as an employee in a 
district attorney’s office and may have 
earned an outstanding reputation as 
a lawyer and have a large public fol- 
lowing. If he decides to open his own 
law office, he cannot pick up that skill, 
ability and public following which is 
personal to him and is not attached to 
any business and hand it over to his 
new business as if it were a piece of 
property. He must wait to see whether 
his skill, ability and personal follow- 
ing will cause his new business to 
develop into a successful practice with 
its own good will. Until the business 
is in full operation, it will be unpre- 
dictable whether his skill, ability and 
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personal following will produce any 
good will for that business. His new 
business might be unsuccessful de- 
spite the benefits that he brings from 
the district attorney’s office. How- 
ever, in all probability, his personal 
good will, in time, will produce good 
will as a valuable asset of his law 
business. In Amalgamated Products 
Company, Inc., CCH Dec. 4108, 12 
BTA 659, a group of individuals, who 
had been employed by various organi- 
zations but had never had any busi- 
ness of their own, formed a new 
corporation. It was held that they 
had not transferred any good will to 
the new corporation as invested capi- 
tal when the new corporation was 
formed. In Northwestern Steel & Iron 
Corporation, CCH Dec, 2148, 6 BTA 
119, a similar decision was reached 
when a corporation’s employees, who 
had no business of their own, formed a 
new corporation. The court pointed 
out the new corporation could not 
own any good will on its incorporation 
because “no concern or established 
business was conveyed to the peti- 
tioner” corporation. 


In Wickes Boiler Company, CCH 
Dec. 4997, 15 BTA 1118, a corpora- 
tion wished to retain certain key em- 
ployees who had no business of their 
own. A new corporation was formed 
and its stock was issued in part to the 
key employees. It was held that no 
good will was acquired from such in- 
dividual employees in exchange for 
the stock. However, in C. C. Wyman 
& Company, above, where an individual 
built up a successful business of his 
own, largely through his personal skill 
and ability, and then sold the entire 
business to a new corporation in ex- 
change for stock, it was held that the 
good will of the taxpayer’s personal 
business had been transferred to the 
new corporation for stock. 


The revenue ruling seems to have 
seized upon the decision in Providence 


Personal Good Will 


Mill Supply Company, above, as hold- 
ing that skill, ability and personal 
following can never lead to the exist- 
ence of good will. There does not 
seem to be any justification for such 
a conclusion. 


Personal Good Will 
in a Liquidation 

Since personal good will belongs 
to the business in which it was de- 
veloped, it might appear to follow 
that if the business is liquidated the 
personal good will should be valued 
as an asset distributed in the liquida- 
tion. There are at least two reasons 
why such a valuation would be im- 
proper. 


In the first place, if the business is 
liquidated it no longer exists as a go- 
ing business. Good will can only exist 
as part of a going business and “can- 
not be sold, donated or devised apart 
from the going business.” (Estate of 
Henry A. Maddock, above. The good 
will vanishes as a result of its aban- 
donment and there is no longer any 
asset to distribute. In the second place, 
since the good will is not sold (as part 
of the business) some other method 
than the purchase price must be found 
to fix the value of the good will. If 
the good will cannot be valued then 
it cannot be said that anything was 
received as good will in the liquida- 
tion. Personal good will cannot usu- 
ally be valued in the same way that 
the ordinary good will of a commer- 
cial or industrial enterprise is valued. 
Past earnings and other factors which 
are ordinarily used in determining the 
value of commercial or industrial good 
will, may not control in determining 
the value of personal good will. That 
is because of the personal element in- 
volved. There is always the possi- 
bility that the person who, by his skill, 
ability and personal following, has 
built up the good will of the business 
will set up a competing business or 
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join some other organization that will 
eventually take away the personal 
good will of the business. The per- 
sonal good will of a business could 
shortly become of little or no value 
because it can so easily be lost through 
no fault of the business that owns the 
good will. This factor makes it diffi- 
cult to say that the past earnings will 
continue for any length of time in the 
future. Thus, it becomes almost im- 
possible to value personal good will. 


There are two ways of overcoming 
this problem. One is that the person 
on whose skill, ability and personal 
following the business depends must 
be tied to the business by some con- 
tractual arrangement in the nature of 
a long-term employment contract so 
that he cannot leave the business and 
take away the good will. The other is 
that this person must agree that he 
will not compete with the business. 


An agreement by the owner of a 
business with himself that he will con- 
tinue with the business or that he will 
not compete with the business, pre- 
sumably, would be void, and certainly 
could be revoked at any time. It would 
add nothing to the protection or value 
of the good will. In order for such 
an agreement to mean anything, it 
must be made with an independent 
party, such as a purchaser of the busi- 
ness. In D. K. MacDonald, CCH Dec. 
13,898, 3 TC 720, a corporation was in 
the insurance business. The success 
of the business depended almost en- 
tirely on the skill and ability of the 
owner of the corporation. He decided 
to liquidate the corporation so as to 
carry on the business as a sole pro- 
prietorship. It was held that he did 
not receive any good will on the liqui- 
dation of the business. The court 
pointed out that “the usual manner of 
buying and selling an insurance agency 
calls for a contract by which the per- 
son primarily responsible for the sell- 
er’s business agrees either to work for 
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the purchaser or to refrain from com- 
petition for a stated period.” Since 
those requirements were not met in 
this instance, the court did not accept 
any value for the good will of the 
business. The court could find “no 
authority which holds that an individ- 
ual’s personal ability is part of the as- 
sets of a corporation by which he is 
employed where, as in the instant cases, 
the corporation does not have a right 
by contract or otherwise to the future 
services of that individual.” (Italics sup- 
plied.) The court then went on to the 
second requirement that there must 
be an agreement not to compete by 
the seller-owner and pointed out that 
“it is difficult to see why a willing 
buyer would pay more for this cor- 
poration than the value of its tangible 
assets, where D. K. MacDonald was ‘at 
liberty to set up a similar business in 
the same locality and carry it on in 
his own name’.” (Italics supplied.) In 
other words, since no reasonable man 
would buy the business and pay for 
the good will without such an agree- 
ment, and no such agreement existed, 
there was no way of determining any 
value for the good will. In fact, the 
owner intended to compete, since he 
was going to continue the business as 
a sole proprietorship. Therefore, as 
far as the corporation was concerned, 
the good will had no value in the liqui- 
dation under either test. The corpo- 
ration had good will but under the 
circumstances there was no way of fix- 
ing a value for that good will. As the 
court said, “the presence or absence 
of an agreement not to compete does 
not create good will; its only effect 
would be possibly to enhance its value 
if it is already in existence.” In other 
words, although a business such as 
this can own good will, there still can 
be a question as to the value of that 
good will in a liquidation. 


In Ruth M. Cullen, CCH Dec. 17,513, 
14 TC 368, the taxpayer, who had 
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built up the good will of a corporation 
that he owned, through his skill and 
ability, decided to liquidate the cor- 
poration. It was held that no good 
will was received by the taxpayer in 
the liquidation. “The personal ability, 
personality and reputation of Charles 
C. Cullen as an individual did not 
belong to the corporation . since 
he had no contractual obligation to con- 
tinue his connection with it.” (Italics 
supplied.) In other words, although 
the corporation undoubtedly owned 
good will that might have been sold 
under proper circumstances, without 
the contractual obligation of Cullen, 
it did not control that good will in 
such a way that it could be considered 
to be a distributable asset of the cor- 
poration upon the liquidation. How- 
ever, in Lloyd H. Walker, CCH Dec. 
20,403(M), 13 TCM 558, an insurance 
and bonding business was sold with 
an agreement by the seller not to com- 
pete. It was held that there had been 
a sale of the good will which was pro- 
tected by the agreement not to com- 
pete, because “the contract, unlike D. 
K. MacDonald, 3 T. C. 720, involved 
primarily the sale of a going business, 
including good will.” Since there had 
been a sale of the business there was 
no problem of the valuation of good 
will as there had been in the MacDon- 
ald case, where there had been only a 
liquidation of the business. The situ- 
ations being entirely different, the treat- 
ment of good will was entirely different. 


Sale of Business 
with Personal Good Will 


The disposition of personal good 
will in the sale of a going business 
does not present the difficulties found 
in the disposition of personal good 
will in the liquidation of a business. 
There is no need to determine a value 
for the personal good will since the 
value is fixed by the sale price. Any 
claim that the good will has no value 


Personal Good Will 


because the seller might set up a com- 
peting business can be eliminated by 
an agreement between the buyer and 
seller. Thus, the value of the good 
will can be fully protected for the 
buyer. There is, of course, no aban- 
donment of the good will as there is 
in a liquidation of a business of which 
good will is a part. The business will 
be continued by the purchaser and 
the good will will continue to exist as 
part of the purchaser’s going business. 


Further, there is no problem of a 
transfer of personal good will by an 
individual to a business since the per- 
sonal good will is already part of the 
business in which it was created. It 
belongs to the business that is being 
sold. It is the business that has the 
customers even though those custom- 
ers were acquired through the skill 
and ability of an employee or owner 
of the business. 


Therefore, there should be nothing 
surprising in the court decisions which 
have repeatedly held that the personal 
good will of a business may be sold 
in connection with the sale of a going 
business. In Rodney B. Horton, above, 
an accountant sold his professional 
business for a share of the future fees 
from the business. He agreed not to 
compete and to reduce the sale price 
by 50 per cent if he died. The court 
held that “a part of the percentage 
payments was to be made in consider- 
ation of the purchase of good will” 
and the balance (50 per cent) was for 
the agreement not to compete. The 
court said that “the seller thought he 
was selling, among other things, the 
good will of his accounting business 

. . . The purchaser certainly thought 
it was buying good will and agreed to 
pay for it. We agree that good will 
was a part of the assets transferred 
th ” In Wyler, above, the court 
again held that the sale by an ac- 
countant of his professional practice 
was the sale of good will. It relied on 
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Horton, where “we held that good will 
was part of the assets transferred in a 
sale by a certified public accountant 
of his business. We do not believe 
that that case is distinguishable from 
the one here . . . .” (In the Wyler de- 
cision there was no need for an agree- 
ment not to compete largely because the 
seller agreed to work for the purchaser 
at a salary fixed in the contract. In 
the IV yler decision the court pointed 
out that 24 American Jurisprudence, 
Section 11, page 808, states, in regard 
to professional good will, that “the 
better doctrine, however, appears to 
be that good will also exists in a pro- 
fessional practice or in a business 
which is founded upon personal skill 
or reputation” and that in the case 
“of a lawyer, a physician, or an editor, 
he often creates an intangible but 
valuable property by winning the con- 
fidence of his patrons and it 
would seem to be well settled that 
this is a species of good will which 
may be the subject of transfer.” In 
Estate of F. G. Masquelette v. Com- 
missioner, 57-1 ustc J 9267, 239 F. 2d 
322, the taxpayer contended that there 
was a “sale of a going business, in- 
cluding good will” when he sold his 
interest in the assets of an accounting 
business under an agreement not to 
compete. The court held in favor of 
the taxpayer. In A. Rhett du Pont, 
CCH Dec. 19,333, 19 TC 377, a stock 
brokerage business was sold to an- 
other stock brokerage firm under an 
agreement not to compete. It was held 
that the sale “included the good will 
of well established customers, a fa- 
miliar location, a coordinated and 
working office and organization, tradi- 
tion, habit, etc.” In Estate of Thomas 
F, Remington, above, the court found 
as a fact that “an insurance broker 
establishes a going business of serv- 
ice to customers which has a ‘good 
will’, due to the tendency of satisfied 
customers to ask or permit the same 
broker to write all the new insurance 


832 





September, 1959 @ 


the customer desires.” In Alfred Meur- 
lin, CCH Dec. 21,299, 25 TC 118, a 
physician purchased the “practice” of 
another deceased physician, “the said 
practice to include the good will and 
benefits thereof” as well as the use of 
the records. The purchaser agreed to 
pay $13,500 for the “practice and the 
good will thereof.” It was held that 
there was not any payment for serv- 
ices so that the payment was a “capital 
expenditure,” in other words, a pur- 
chase of the good will. The Wyler 
case, in regard to the sale of good 
will by an accountant, was cited as au- 
thority. In Marvin J. Blaess, CCH: Dec. 
22,437, 28 TC 710, the court stated 
that “a medical practice is ‘property’ 
for the purpose of income tax status.” 
Therefore, it must be something that 
can be sold. Since a medical practice 
does not usually include any appreci- 
able amount of tangible property, the 
sale of such a medical practice must 
consist almost entirely of good will. 
In Bull v. U. S., 35-1 ustc J 9346, 295 
U. S. 247, it was held that a ship bro- 
kerage business could own good will. 
In Siddall v. Keating, New York Law 
Journal, June 26, 1958 (S. Ct., N. Y. 
Cty), the existence of good will as an 
asset of a New York law firm was 
recognized as a matter of law. The 
court held that such good will “is cre- 
ated by effort which is personal, but 
the good will which is the result of 
such effort may very well be imper- 
sonal [so that] the firm as a 
whole acquires a reputation and an 
economic value which enhances the 
chances of future profit.” 


It would seem to be only common 
sense that if a business has personal 
good will from a satisfied clientele, and 
a purchaser is willing to pay for that 
good will in the hope and expectation 
that he can retain that clientele as part 
of his business, then there must be a 
sale of good will. Unless it can be 
established that the payment made by 


TAXES —The Tax Magazine 








a purchaser of a business over and 
above the value of the tangible assets 
was intended as a gift, as compensa- 
tion for services or for something 
other than good will, it must have 
been a payment for good will. If, for 
example, no gift was intended and no 
other consideration was received by 
the purchaser, what other reason could 
there be for one doctor to make pay- 
ments to another doctor’s widow— 
the widow being an unlikely profes- 
sional competitor? (See Alfred Meur- 
lin, above.) There seem to be some 
who try to apply to the sale of per- 
sonal good will those court decisions 
which held that there could not be a 
transfer of personal good will to a 
newly formed business or in the liqui- 
dation of a business. However, the 
sale of good will is quite a different 
matter. 


Payment for Good Will 


Revenue Ruling 53-480 states that 
if the seller is to receive any fees that 
are to be “collected for services per- 
formed at any time after the sale, or 
the purchaser agrees to pay an amount 
equal to any part of such fees or reve- 
nue, the nature of his [the seller’s] in- 
terest in the business or profession 
and the earnings therefrom is such 
that the amounts received by him un- 
der this arrangement constitute ordi- 
nary income from the business rather 
than proceeds from the sale of good 
will.” Although the language is con- 
fusing, it would seem to say that if a 
person sells his business and the sale 
price is to be paid to him out of the 
future earnings of the business, it is 
apparently not a sale at all. That must 
be so since the seller is still to be taxed 
on the future profits of the business 
as “ordinary income from the busi- 
ness rather than proceeds from the 
sale” just as if those earnings had 
been earned by him as his income from 
a business owned by him. It is diffi- 
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cult to understand how the future 
profits of a business from “services 
performed at any time after the sale” 
by the purchaser of the business could 
be taxed to the seller as “income from 
the business” when the seller has 
parted with all interest and owner- 
ship of the business. In Semon Amza- 
lak, CCH Dec. 19,970(M), 12 TCM 
1273, a partnership purchased the bus- 
iness of a corporation and was to pay 
$5,000 annually for three years for the 
good will. An attempt was made to 
treat such payments as a distribution 
of “profits from a joint venture.” The 
court pointed out that such a claim 
is “wholly without merit as there are 
no facts indicating the existence of 
such a relationship.” It was a sale of 
good will by the seller and “repre- 
sented long term capital gain.” 


It has long been established that 
income earned by one person is tax- 
able to that person and cannot be 
taxed to someone else. In Helvering 
v. Horst, 40-2 ustc J 9787, 311 U. S. 
112, the Supreme Court said that the 
“dominant purpose of the revenue laws 
is the taxation of the income to those 
who earn it or otherwise create the 
right to receive it and enjoy the bene- 
fit of it when paid” and not to some- 
one else. In Lucas v. Earl, 2 ustc 
{ 496, 281 U. S. 111, the Court said 
that there was no way of preventing 
the taxpayer’s future earnings (sal- 
ary) “when paid from vesting even 
for a second in the man who earned it.” 


In Rodney B. Horton, above, the ac- 


countant’s business was sold for a 
share of the future profits of the busi- 
ness as the purchase price, but that 
did not prevent the seller’s share of 
the future profits of the business from 
being treated as the proceeds of the 
sale of the business. The seller’s share 
of the profits was not taxed to him as 
profits of the business but as the pro- 
ceeds of the sale of the business. In 
A. Rhett du Pont, above, there was a 
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“percentage arrangement agreement 
for the sale” of the brokerage busi- 
ness. The percentage payments were 
held to be capital expenditures of the 
purchaser “for the purchase of a well 
established and going brokerage busi- 
ness.” In Ellen J. Franklin, above, the 
taxpayer received $75 a week for the 
use of her name by the purchaser of 
her business. It was held that the 
payments “were specifically for that 
good will and should be taxed as a 
long term capital gain.” 


If a business was sold for $10,000, 
and it was perfectly clear that the 
$10,000 was being paid for the good 
will (because good will clearly existed 
and there were no other assets to be 
sold, so that there was no other reason 
for the purchaser to pay the $10,000), 
then it seems clear that the $10,000 
would be treated as the proceeds of 
the sale of the good will. It could not 
be treated as a distribution by the 
purchaser of part of the profits of the 
business since the purchaser had just 
acquired the business and had not yet 
earned any profits. Now, if the pur- 
chaser decided to pay the $10,000 in 
installments out of the earnings of the 
business, that should not change the 
situation. If a man pays the purchase 
price of an automobile out of his sal- 
ary, as earned, that does not mean 
that the seller of the automobile is 
taxable on that salary as a salary earned 
by him. The situation should be the 
same if, instead of paying $10,000 in 
a lump sum for the good will of a 
business, the purchaser agrees to pay, 
as the purchase price, an amount equal 
to 10 per cent of the profits of the 
business for a period of years. The 
parties would be merely changing to 
a method of paying for the good will 
that would allow the eventual pur- 


chase price to more closely approxi- 


mate the value of the good will. The 
good will might prove to be worth as 


little as $5,000 or as much as $20,000 
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in the light of the actual future earn- 
ings on which the purchase price is to 
be fixed. This does not change the 
transaction from one of purchase and 
sale to something else. 


Patents are often sold on the basis 
of a share of the future earnings from 
the patents and such sales are treated 
as purchase-and-sale transactions. 
(Leonard Coplan, CCH Dec. 22,574, 28 
TC 1189; Edward C. Myers, CCH Dec. 
16,527, 6 TC 258; Vincent A. Marco, 
CCH Dec. 21,388, 25 TC 544; Rose M. 
Reid, CCH Dec. 21,806, 26 TC 622; 
Roy J. Champayne, CCH Dec. 21,807, 
26 TC 634.) There is no reason why 
the same principle should not apply 
to the sale of good will. (See, further, 
Burnet v. Logan, 2 ustc J 736, 283 U. S. 
404, as to the sale of mineral rights 
for a share of the future royalties.) 
Revenue Ruling 57-480 seems, with- 
out any justification, to attempt to 
convert a sales contract into some 
sort of a partnership arrangement. 


The sale of a business at a price 
which, for the sake of accuracy, is 
fixed by the parties on the basis of 
future earnings of the business is not 
a profit-sharing arrangement but a 
sale in which the parties have agreed 
that the sale price, although fixed by 
the terms of the agreement, will be 
finally determined and paid at a later 
date. In Charles F. Coates, CCH Dec. 
15,224, 7 TC 125, a partnership agree- 
ment provided that upon the death of 
a partner, his estate was to receive his 
share of the capital and accumulated 
profits of the accounting business at 
the death of the partner, In addition, 
the estate was to share in the future 
profits of the business for a period of 
years. There was no mention of the 
sale of good will or anything else. 
Therefore, the court found that the 
arrangement was “intended to be a 
present consideration given by each 
partner upon the formation of the 
partnership. It was intended to be in 
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the nature of a mutual insurance plan, 
the disadvantage of which each part- 
ner was willing to accept in consider- 
ation of a similar commitment for his 
benefit.” Under such circumstances 
it was held that the distribution of 
profits to the decedent’s estate was a 
distribution of fully taxable profits. 
However, in McClennen v. Commis- 
sioner, 42-2 ustc § 10,215, 131 F. 2d 
165, the partnership agreement was 
“couched in terms of a purchase of 
the deceased partner’s interest.” The 
payment of a share of the future prof- 
its of the Jaw firm was to “be in full 
[payment] of the retiring or deceased 
member’s interest in the capital, the 
assets, the receivables, the possibilities 
and the good will of the firm.” (Italics 
supplied.) This was a sale with the 
sale price to be fixed by, and paid out 
of, the future earnings of the business. 
The court pointed out that if the agree- 
ment had provided for a lump sum 
payment of $30,000 as the purchase 
price, there would not have been any 
problem. It stated that “the nature of 
the transaction is not essentially changed 
if the sum to be paid is stated in terms 
of a variable amount calculated by 
reference to a percentage of the net 
profits of the continuing business for 
a stated period.” Therefore, the share 
of the profits was a capital item, the 
proceeds of a sale, which had to be 
included as property in the estate tax 
return for the estate, for which some 
valuation (as property) “must be made 

on the basis of the best evidence 
available.” It was not income of the 
estate, but the proceeds of a sale, which 
was subject to estate tax. 


Sale of Name As Good Will 
Revenue Ruling 57-480 states that 
“vendible goodwill may attach to a 
particular firm name, if the right to 
the exclusive use of such name may 
be assigned to and exercised by the 
assignee.” Therefore, if a professional 


Personal Good Will 


business is sold and the sale “includes 
the right to the exclusive use of 
the firm name . . . the portion of the 
sales price attributable . [to the 
name] shall be treated as derived from 
the sale of goodwill Even in 
a case where a professional firm sells 
its entire business for a sum certain, 
only a proper part of the sales price 
may be allocated to the goodwill 
transferred by reason of an assign- 
ment of the right to use the firm name.” 
From this it concludes that “where 
the business of a professional man or 
firm, or any other business, which is 
dependent solely upon the professional 
skill or other characteristics of the 
owner, is sold without a valid assign- 
ment of the right to the exclusive use 
of the firm name, no portion of the 
sales price may be treated as the pro- 
ceeds from the sale of goodwill.” If 
this intends to say that there cannot 
be any good will unless there is a valu- 
able name attached to the business 
that is being sold and then good will 
can be considered to be sold only to 
the extent of that name, the ruling is 
contrary to the decisions of the courts. 
In Howard B. Lawton, above, a family 
corporation depended upon the “per- 
sonal qualifications and ability” of the 
owners for its success. Their name 
was a very important element of the 
success of the business. Although the 
court held that no good will was re- 
ceived in the liquidation of the busi- 
ness, for the reasons explained above, 
nevertheless, it pointed out that “good 
will is not confined to a name.” In 
C. C. Wyman & Company, above, the 
owner carried on a grain commission 
business in his own name. He sold 
the entire business to a corporation 
that he formed. It was held that there 
had been a sale of good will as part of 
the sale of the business. The court 
pointed out that “good will is not nec- 
essarily confined to a name.” In the 
Masquelette case, above, the sale of an 
interest in an accounting business ex- 
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cluded the right to use the seller’s 
name. This was “not a controlling 
factor” in determining that there was 
a sale of good will. The court pointed 
out the common sense fact that “a 
professional man would not want his 
name to be associated with the work 
of others over whom he had no con- 
trol,” but that did not prevent a sale 
of good will. Revenue Ruling 57-480 
does not attempt to support its posi- 
tion as quoted above nor does it cite 
any law or decisions contrary to the 
cases just cited. Presumably, when the 
ruling says that “each case must be 
decided upon the basis of its own 
facts to determine the extent to which 
the consideration received is from the 
sale of goodwill,” it means to show 
complete uncertainty on this point 
and, for that matter, on the entire 
ruling. 


Agreement Not to Compete 


Revenue Ruling 57-480 states that 
if the assignment of the firm name 
(which is the only good will that the 
ruling seems to concede may exist) is 
accompanied by an agreement not to 
compete under another name, then 
“no part of the sales price to such 
covenant shall be regarded as derived 
from the sale of goodwill.” This would 
seem to say that if there is an agree- 
ment not to compete in connection 
with the sale of good will then there 
cannot be any sale of good will. It 
has already been pointed out that one 
of the requirements in the sale of per- 
sonal good will is that there must be 
some agreement or understanding that 
the seller will not compete. It was the 
lack of this element that caused the 
courts to hold that no value could be 
placed on personal good will in the li- 
quidation of a business. Ordinarily, 
of course, the only purpose of the 
agreement not to compete is to pro- 
tect the good will for the purchaser. 
It would tend to increase the value of 
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the good will and not to decrease or 
eliminate good will. In the Masque- 
lette case, above, it was held that the 
agreement not to compete in the sale 
of an accounting business (even with- 
out the sale of the name) “was one 
of the means used to assure the pur- 
chaser that the entire good will” was 
transferred. 


Any lengthy discussion of agree- 
ments not to compete is deferred to 
the able consideration of the topic in 
Kamens and Ancier, “Tax Consequences 
of a Covenant Not to Compete,” 27 
TAxXEs 891 (October, 1949). However, 
the general rule has been stated to be 
that if an agreement not to compete 
“can be segregated, not so much for 
purposes of valuation as in order to 
be assured that a separate item has 
actually been dealt with, the agree- 
ment is ordinary income and not the 
sale of a capital asset. But 
where it accompanies the transfer of 
good will in a sale of a going business 
and it is apparent that the covenant 
not to compete has the function pri- 
marily of assuring to the purchaser 
the beneficial enjoyment of the good 
will which he has acquired, the cove- 
nant is regarded as nonseverable and 
as being in effect a contributing ele- 
ment to the assets transferred.” (Aaron 


Michaels, 12 TC 19.) 


Personal Good Will of Decedent 


A successful business which has 
been built up through the skill and 
ability of its owner does not collapse 
the instant that the owner dies. The 
business of the shoe repairman, the 
auto mechanic, the insurance broker, 
the doctor, the lawyer—these can be 
continued if there is someone of ade- 
quate skill and ability who can step 
into the shoes of the deceased owner 
and carry on the business. There is 
a general tendency for satisfied cus- 
tomers to continue with the successor 

(Continued on page 845) 
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Is Full Payment a Prerequisite 
to a Refund Suit? 


By |. FREDERICK SHOTKIN 


A taxpayer against whom a deficiency has been asserted has the privilege 
of going before the Tax Court or the federal district courts. 

If he chooses the latter, according to the law, he must pay up 

and sue for a refund. What if he can't pay up? 

The courts have tried to handle this situation and, the author points out, 
there is great confusion regarding what a taxpayer can do. 


TAXPAYER AGAINST WHOM an income, estate or gift tax 

deficiency is asserted has several alternatives if he wishes to 
contest the deficiency. He may, before paying the tax, file a petition 
with the Tax Court of the United States and litigate his case in that 
forum—in which event he will have an opportunity to present his case 
before paying any portion of the deficiency in question. On the other 
hand, he may pay the asserted deficiency and litigate his case by filing 
a claim for refund and suing thereon in a district court of the United 
States or the United States Court of Claims. A taxpayer against whom 
an excise tax deficiency or unpaid withholding tax penalty is asserted 
cannot resort to the Tax Court as this procedure is limited by statute 
to income, estate and gift taxes.‘ Hence, such a taxpayer must resort 
to a suit for refund in a district court or the Court of Claims if he 
desires to contest the deficiency asserted against him. Even taxpayers 
against whom an income, estate or gift tax deficiency is asserted might 
desire to litigate their cases in a district court or the Court of Claims 
in preference to the Tax Court because of the availability of jury trial, 
more favorable precedents or for other reasons, or he might be forced 
to litigate there because the time for appeal to the Tax Court has 
elapsed. Under such circumstances, we are confronted with the prob- 
lem here under consideration. Is full payment of the tax asserted or 
assessed against a taxpayer a prerequisite to his refund suit in a 
district court or the Court of Claims? ? 





* 1954 Code Secs. 6212 and 6213. 

* The statutory provision determinative of this question is 28 USC Sec. 1346 
(a)(1), which reads as follows: “(a) The district courts shall have original 
jurisdiction, concurrent with the Court of Claims, of: (1) Any civil action 


(Continued on following page) 
Refund Suit 





The author is a member of the 
New York City law firm of Sirota & Shotkin. 


Prelude to Flora Case 


Prior to the decision by the Su- 
preme Court of the United States in 
Flora v. U. S., 58-2 uste J 9606, 357 
U. S. 63, a great diversity of opinion 
existed among the lower courts with 
respect to whether full payment of 
the tax asserted or assessed against a 
taxpayer was a prerequisite to a re- 
fund suit in a district court or the 
Court of Claims. The federal District 
Court for the Eastern District of New 
York * and the Circuit Court of Ap- 
peals for the Tenth Circuit * held that 
it was, whereas the federal District 
Courts for the Southern District of 
New York,® Northern District of New 
York * and District of Maryland,’ and 
the Circuit Court of Appeals for the 
Eighth Circuit * held to the contrary. 
The District Courts for the Southern 
District of New York and the Northern 
District of New York, and the Court 
of Appeals for the Eighth Circuit, 
which all held that full payment 
was not a prerequisite to suit, seem- 
ingly placed no emphasis upon the 
type of tax involved in arriving at 





(Footnote 2 continued) 
against the United States for the recovery 
of any internal-revenue tax alleged to have 
been erroneously or illegally assessed or 
collected, or any penalty claimed to have 
been collected without authority or any sum 
alleged to have been excessive or in any 
manner wrongfully collected under the in- 
ternal revenue laws ... .” 

* Rogers v. U. S., 155 F. Supp. 409, 57-2 
ustc { 9944. 
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their decisions. The District Court 
for the District of Maryland, which 
also held that full payment was not a 
prerequisite to suit, although pointing 
out in its opinion a distinction be- 
tween procedural alternatives afforded 
a taxpayer involved in an excise tax 
proceeding, as opposed to one in- 
volved in an income tax proceeding, 
and although further pointing out the 
divisible nature of an excise tax, did 
not base its decision upon these fac- 
tors. Both the District Court for the 
Eastern District of New York and 
the Tenth Circuit, which held that full 
payment was a prerequisite to suit, 
had income taxes involved in the pro- 
ceedings before them and _ relied 
heavily in their opinions upon the 
availability to the taxpayer of the Tax 
Court if he desired to litigate his tax 
matter before paying the tax asserted 
against him. 


As a result of the conflict between 
the Eighth Circuit and the Tenth Cir- 
cuit, with respect to the question of 
full payment as a prerequisite to suit, 
the Supreme Court of the United 


*Flora v. U. S., 57-2 ustc § 9862, 246 F. 
2d 929. 

* MidHudson Systems, Inc. v, U. S., 
ustc {| 9687. 

° Hanchett v. Shaughnessy, 55-1 usre ¥ 9197, 
126 F. Supp. 769. 

* Jones v. Fox, 57-2 ustc J 9876. 

* Bushmiaer v. U. S., 56-1 ustc § 9302, 230 
F. 2d 146, rev’g 55-1 ustc { 9471, 131 F. 
Supp. 589, 
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States granted certiorari in the Flora 
case. The Court reviewed in detail 
the forerunners of 28 USC Section 
1346(a)(1), and the legislative his- 
tory in connection therewith, and held 
that full payment of the entire tax 
asserted was a necessary prerequisite 
to maintaining a suit for refund. 
Since the decision in that case was 
based upon construction of 28 USC 
Section 1346(a)(1) by reference to its 
legislative history, which section con- 
fers jurisdiction upon the district 
courts with respect to refund suits in 
connection with any internal revenue 
tax, it would seem that the Flora 
holding would be applicable no mat- 
ter what type of tax was involved. 
It is interesting to note that the 
Court, by way of dicta, stated: 7° 

“It is suggested that a part-pay- 
ment remedy is necessary for the 
benefit of a taxpayer too poor to pay 
the full amount of the tax. Such an 
individual is free to litigate in the 
Tax Court without any advance pay- 
ment. Where the time to petition that 
Court has expired, or where for some 
other reason a suit in the District 
Court seems more desirable, the re- 
quirement of full payment may in 
some instances work a hardship. But 
since any hardship would grow out of 
an opinion whose effect Congress in 
successive statutory revisions has 
made no attempt to alter, if any amel- 
ioration is required it is now a matter 
for Congress, not this Court.” 

Thus, it appeared that the question 
of whether full payment was a prere- 
quisite to a refund suit had been re- 
solved and finally laid to rest. 
However, as subsequent events dem- 
onstrated, this was not to be the case. 


Aftermath of Flora Case 


The assault upon the Flora holding 
commenced shortly after that case 


was decided. The United States Dis- 
trict Court for the District of Mary- 
land which had held, prior to Flora, 
that full payment was not a prerequi- 
site to a refund suit,’ reconsidered its 
opinion in that case in view of the 
affirmation by the Supreme Court of 
the holding of the Court of Appeals 
for the Tenth Circuit in the Flora case 
that a taxpayer must pay the full 
amount of an income tax deficiency 
before he may challenge its correct- 
ness by a suit for refund under 28 
USCA Section 1346(a)(1).2? Ini- 
tially, the district court pointed out 
that the Flora case dealt with a defi- 
ciency in income tax whereas the case 
under consideration by it dealt with a 
deficiency assessment of excise taxes, 
and that in the case of excise taxes 
the Tax Court lacked jurisdiction with 
a concomitant hardship to the tax- 
payer in the absence of alternative 
remedies, such as the Supreme Court 
indicated would be present in the case 
of a suit for recovery of income tax. 
Further, the court stated that even if 
prepayment of an excise tax. defi- 
ciency was a prerequisite to suit, this 
requirement would be met by the pay- 
ment in full of the tax on any inde- 
pendent taxable item or event even 
though this payment might constitute 
but a partial payment of the entire 
assessment. In the case before it, the 
taxpayer had instituted an action to 
recover $50 paid by it under protest 
in partial satisfaction of a cabaret ex- 
cise tax assessment levied by the gov 
ernment in the amount of $1,558.10 
for the fourth quarter of 1954. The 
court held that the cabaret excise tax 
was a divisible tax and that the tax- 
able event upon which the said tax 


was imposed was one single admis- 
sion or, since the regulations there- 
under required records to be kept on 
a daily basis, was one day’s gross 





* 58-2 ustc 9 9606, 357 U. S. 63, 64. 
U. S. 63, 64. 
* 357 U. S. at 75-76. 
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" Case cited at footnote 7. 
* Jones v. Fox, 58-2 uste § 15,203. 





taxable receipts. Since the amount of 
$50 represented the tax on one admis- 
sion or approximately the tax on one 
day’s gross taxable receipts, the court 
held, despite Flora, that such payment 
constituted payment in full of the 
cabaret tax imposed thereon and, 
hence, that the court had jurisdiction 
to hear the case. In its opinion, the 
court relied on Friebele v. U. S.,™ 
wherein the United States District 
Court for the District of New Jersey 
held, in a suit for recovery of a stamp 
tax paid, that stamp taxes are divis- 
ible because such tax is due upon each 
taxable transaction and that, there- 
fore, a suit for recovery of the stamp 
tax paid with respect to one transac- 
tion could be brought despite the fact 
that the entire assessment consisting 
of additional stamp taxes due on other 
transactions consummated by the tax- 
payer had not been paid. 


The question decided by the Dis- 
trict Court for the District of Mary- 
land was considered a short time 
thereafter by the District Court for 
the Eastern District of New York,” 
which had held, even prior to Flora, 
that full payment in an income tax 
case was a prerequisite to a refund 
suit. The case there under considera- 
tion involved a jeopardy assessment 
entered against the taxpayer in the 
amount of $64,598.40, representing ex- 
cise taxes on wagering in the sum of 
$28,710.40 and penalties thereon in the 
sum of $35,888, against which the 
government had collected $805.23 by 
levy upon the taxpayer’s property. 
The taxpayer sought to recover the 
amount of $751.23, which, it alleged, 
was illegally, erroneously and exces- 
sively collected. The government 
moved to dismiss the complaint on 
the ground that the court lacked ju- 
risdiction over the subject matter 


* 37-2 ustc § 9540, 20 F. Supp. 492. 

* O’Neil v. U. S., 59-1 uste J 15,224. 

* Steele and Stubblefield v. U. S., 59-1 
ustc ¥ 9428. 
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therein, relying solely on the Flora 
case. The court in denying the motion 
(without prejudice to its being re- 
newed) stated: 

“That case [Flora] holds that a dis- 
trict court has no jurisdiction of a 
claim for refund of income taxes where 
a claimant has not paid the entire 
assessment for the period in question. 
The Supreme Court was not dealing 
with a claim for refund of excise taxes. 
Furthermore, the Supreme Court did 
not concern itself with a claim for the 
abatement of a jeopardy assessment 
for excise taxes on wagering. It does 
not require extended discussion to 
point out that regardless of the per- 
suasive effect of the Flora case with 
respect to the issue of jurisdiction 
herein, that case is not dispositive of 
the case before the court.” 


The same question was considered 
by the United States District Court 
for the Western District of Arkansas, 
Fort Smith Division.** The case in- 
volved the assessment by the gov- 
ernment against two individuals of 
so-called “100 per cent penalties” ** 
for their failure to pay over withhold- 
ing taxes withheld from wages by a 
corporation of which they were officers. 
The amount of the assessment against 
each individual was $5,186.47, with 
respect to which each officer paid the 
sum of $50, for which suit was insti- 
tuted. The court pointed out that in 
its opinion in the Bushmiaer case ™* 
(which was subsequently reversed by 
the Eighth Circuit and furnished the 
conflict with the Tenth Circuit that 
was the basis for the granting of 
certiorari in the Flora case) it had 
held that 28 USCA Section 1346(a) (1) 
did not confer jurisdiction upon a dis- 
trict court where the entire amount 
of the tax alleged to be due had not 
been paid. It further pointed out that 


* 1954 Code Sec. 6672; 1939 Code Sec. 
2707 (a). 


* Cited at footnote 8. 
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If ever there is a need for 
encouraging economic growth, 
orderly good economic growth, it is 
now. | am satisfied that the primary 
impediment to economic growth in 
America today is the tax structure 
that is imposed upon 

small business, a tax that is 

placed upon the seed corn.— 
Representative Thomas B. Curtis. 


the Supreme Court in Flora had held 
that a taxpayer must pay the full 
amount of an income tax deficiency 
assessed by the Commissioner of In- 
ternal Revenue before he may chal- 
lenge its correctness by a suit in a 
federal district court for refund under 
28 USCA Section 1346(a)(1). The 
taxpayers, relying on Jones v. Fox,** 
urged that the assessment in the in- 
stant case was divisible into numerous 
taxable units and that the payment 
of a single taxable unit—in this case 
the amount to be withheld from any 
one employee’s wages—was sufficient 
to confer jurisdiction upon the district 
court in a suit to recover the amount 
paid provided only that the amount 
paid was full payment of the smallest 
taxable unit. The court, in rejecting 
this contention and dismissing the 
taxpayers’ complaint for lack of juris- 
diction, held that the statute impos- 
ing the “100 per cent penalty” referred 
to “a penalty equal to the total amount 
of the tax evaded, or not collected 
or not accounted for or paid over.” 
Therefore, the court felt that the 
penalty, under the clear wording of 
the statute, was a single amount al- 
though it was computed by totaling 
the tax withheld from various and 
probably numerous individual em- 
ployees and, hence, the entire penalty 
would have to be paid as a prerequisite 


% Cited at footnote 12. 

” King v. Williams, 58-2 ustc § 9961 (DC 
Ohio); Cary v. U. S., 59-1 uste J 9434 (DC 
Wis.); Holt v. U. S., 58-2 ustc {9851 


Refund Suit 


to a refund suit. It appears that the 
decision of the Arkansas court is based 
upon the theory that the penalties 
there involved, as a result of its inter- 
pretation of the language of the sec- 
tion imposing such penalties, were 
one unit and could not be broken 
down into smaller units, so that pay- 
ment of less than the full amount of 
the penalties would not confer juris- 
diction. It is not clear from its deci- 
sion whether this court would follow 
the Jones v. Fox holding in a case 
where it felt that the tax involved 
could be broken down into smaller 
units. 


Apart from excise tax cases, com- 
plications have also arisen in the in- 
come tax field with respect to whether 
full payment is a prerequisite to a 
refund suit, despite the fact that this 
precise situation was passed upon in 
the Flora case. In several situations 
where a taxpayer attempted to insti- 
tute suit for a refund of income taxes 
before paying the entire tax due, the 
complaints were dismissed on motion 
of the government upon the authority 
of the Flora case.2* However, in cer- 
tain cases, the government, in addition 
to seeking a dismissal of the taxpayer’s 
suit upon such ground, counterclaimed 
for a judgment in its favor in the 
amount of the unpaid balance due 
from the taxpayer.®® In the Flora case 
itself, wherein such a counterclaim 
was interposed by the government, 
the Tenth Circuit stated: 


“The government, apparently con- 
tent with the deficiency assessment, 
does not contend that its judgment 
upon counterclaim should be sustained 
independently.” 


Therefore, in Flora the cause was 
remanded with directions to vacate 
the judgment of the government upon 


(DC Ky.); Baker v. Tomlinson, 58-2 ustc 
{ 9677 (DC Fila.). 

* Conway v. U. S., 168 F. Supp. 656, 58-2 
ustc § 9936 (DC Mass.). 
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its counterclaim and to dismiss the ac- 
tion without prejudice, so that the 
effect of such counterclaim upon the 
taxpayer's suit was not passed upon 
by the Supreme Court. 

The question as to what effect a 
government counterclaim for an in- 
dependent judgment in the amount of 
the unpaid balance due from the tax- 
payer has upon the jurisdiction of the 
court in Flora-type situations was con- 
sidered by the District Court for the 
Northern District of New York,” 
which stated: 


“However, I think under the rea- 
soning of the Flora case the govern- 
ment, by its process and position here, 
is entitled to the independent judg- 
ment. The failure to pay in full, in 
my judgment, necessarily encompasses 
the right to litigate the so-called set- 
off which is quite akin to the affirma- 
tive relief.” 


The Circuit Court of Appeals for 
the Ninth Circuit, considering the 
same question,”® reached a contrary 
conclusion, stating : 


“We turn first to the question of 
whether Freeman can maintain this 
refund suit, having failed to allege 
that he had paid the full amount of 
income tax assessed against him for 
1952. Arguing that under these cir- 
cumstances Freeman’s complaint must 
be dismissed, the government cites 
Flora v. United States, 357 U.S. 63. 


“In Flora it was held that a taxpayer 
must pay the full amount of an income 
tax deficiency assessed by the Com- 
missioner of Internal Revenue before 
he may challenge its correctness by 
a suit in a federal district court for 
a refund under 28 U. S. C. A., § 1346 


(O91)... 6 ahs 
“Tn view of the counterclaim which 
has been interposed, this suit no longer 





involves only the right of the taxpayer 
to such a refund. It also involves the 
right of the government to recover 
the claimed balance of the assessed 
tax for 1952. Moreover, the right 
claimed by Freeman in his complaint 
and by the government in its counter- 
claim present precisely the same legal 
question based upon the identical and 
uncontroverted facts. That question 
is whether the retirement pay which 
Freeman received in 1952 was of a 
kind which is exempt from taxation. 


“While the government wishes us 
to dismiss the complaint, it wants to 
proceed with the counterclaim. The 
latter request is a proper one, since 
the counterclaim has an independent 
basis in § 7401 of the Internal Revenue 
Code of 1954, 26 U. S. C. A., and 28 
U.S. C. A., $1345. But if we proceed 
with the counterclaim and the govern- 
ment prevails, this will also be disposi- 
tive of Freeman’s refund claim, whether 
or not his complaint is dismissed. On 
the other hand, if we proceed with the 
counterclaim and Freeman prevails, 
prior dismissal of his complaint results 
in this absurdity: he would have to pay 
the balance of a tax which we have said 
he does not owe before he could enforce 
a refund of the amount erroneously 
withheld. 


“We therefore conclude that regard- 
less of whether Freeman’s complaint, if 
it stood alone, would be vulnerable under 
the Flora rule, the presence of a coun- 
terclaim involving precisely the same 
issues, which the government desires to 
press, makes application of that rule 
inappropriate here.” (Italics supplied.) 


Summary and Conclusion 

Despite the attempt by the Supreme 
Court of the United States to clarify 
the administration of the internal rev- 
enue laws and resolve the conflict 





* Anderson v. Myers, 59-1 ustc ¥ 9229, 170 
F. Supp. 417, prior opinion, 59-1 uste { 9136. 
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* Freeman v. U. S., 59-1 


(CA-9), 


ustc {9358 
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among the lower courts with respect 
to whether full payment is a pre- 
requisite to a refund suit by granting 
certiorari in and deciding the Flora 
case, uncertainty still exists. In an 
attempt to alleviate hardship upon 
taxpayers against whom excise taxes 
are asserted and to whom the Tax 
Court of the United States is not 
available, some courts have evolved 
the theory of divisibility of tax to 
enable such taxpayer to have his day 
in court without the necessity of first 
paying the entire tax asserted, taking 
jurisdiction if the smallest unit of 
tax has been paid. This principal 
might be applied as well to taxpayers 
against whom “100 per cent penalties” 
for failure to pay over withholding 
taxes are asserted, for despite the 
reasoning of the only court deciding 
this issue thus far that the entire 
penalty constituted a unit, an equally 
strong argument could be made that 
since the penalty is based upon the 
failure to turn over each individual 
employee’s withheld wages, a separate 
penalty is imposed with respect to 
each such employee and the total 
penalty is made up of a number of 
such penalties so that the payment 
of an amount sufficient to cover one 
such penalty would confer jurisdiction. 

In the income tax area, which was 
squarely covered by the Flora deci- 
sion, it is uncertain as to what effect 
a government counterclaim for the 
balance of the tax due may have upon 


a taxpayer’s suit for refund prior to 
his paying the entire tax asserted 
against him. 

Since, by creating the Tax Court 
of the United States, Congress at- 
tempted to afford taxpayers a pro- 
cedure to litigate their tax matters 
before paying the tax asserted, it 
seems unfair to limit this procedure 
to income, estate and gift taxes only. 
The Internal Revenue Service has al- 
ready caused its administrative appeals 
procedure relating to excise and em- 
ployment taxes to be made uniform 
with income tax by extending the 
jurisdiction of the Appellate Division 
to excise and employment tax cases 
prior to assessment of the disputed 
tax, except where collection of the 
disputed tax is in jeopardy.** In addi- 
tion, since there are some attributes 
of suits in the federal district courts, 
such as right to a jury trial, which 
are not available in the Tax Court, 
some means of litigating his tax case 
in a district court should be afforded 
to a taxpayer without the necessity 
of his first paying the entire tax as- 
serted against him. Consequently, and 
in view of the uncertainty which still 
seems to exist among the courts, even 
after the Flora decision, with respect 
to whether full payment is a pre- 
requisite to a refund suit, it is sub- 
mitted that the need for Congressional 
legislation in this area is clearly indi- 
cated for the benefit of the govern- 
ment and taxpayers alike. [The End] 


TREE TECHNOLOGY MAY AID TAX COLLECTOR 


Within 20 years faster-growing, hybrid trees will produce 
two or three times as much timber on tree plantations as is 
produced by natural growth or by planting standard stock, 
according to a recent Twentieth Century Fund report. When 
such accelerated growth schedules become reality, tax collec- 
tors will reap an additional harvest of income taxes from 
timber growers. According to the report, a hybrid pine already 
in existence is, at three years, more than twice as high and 
three times as heavy as the better types of parent stock. 





“3 Rev. Proc. 57-26, 1957-2 CB 1093. 
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Two new books of interest are reviewed this month: 


the latest annual volume in the New York University 


School of Law series on the annual survey of Ameri- 
can law and John S. Bradway’s History of a Lawsuit. 


Legal Developments 


1958 Annual Survey of American 
Law, Oceana Publications, Inc., 80 
Fourth Avenue, New York 3, New 
York. 1959. 852 pages. $10. 


This is the eighteenth annual vol- 
ume in the New York University 
School of Law series, the Annual Sur- 
vey of American Law. The substance 
of thousands of court decisions, period- 
ical articles and other legal publica- 
tions are here condensed into less 
than 40 articles by the school’s faculty 
members. 


Of particular interest to tax men 
might be these articles: “Federal In- 
come Taxation,” by Charles S. Lyon; 
“Federal Estate and Gift Taxation,” 
by Robert Kramer ; and “Federal Juris- 


diction and Practice,” by Delmar 
Karlen. 
A Lawsuit in Perspective 

The History of a Lawsuit. John S. 


Duke University Press, 
1958. 145 


Bradway. 
Durham, North Carolina. 
pages. $3.50. 


A good legal education does not 
necessarily cram the law into a stu- 
dent’s head, but it does teach him to 
think like a lawyer. As a lawyer it 
is important to know the law, but 
it is also important to know how to 
deal with troubled people and the raw 
facts before undertaking to determine 
the relevant law. 


844 


This book presents a very complete 
outline of a lawsuit, beginning with 
the initial contact with a client and 
ending with a letter to the client re- 
lating the final outcome of the case on 
the appellate level. All of the steps 
and procedures necessary to get the 
case to the trial court and, if need be, 
to the appellate court are judiciously 
set forth, The book is in no way 
philosophical; it is factual and deals 
with real problems that may plague 
a lawyer, whether the case is his first 
or one of many. 


The lawsuit described is a real one 
which occurred as indicated in the 
records. But the material has been 
developed for special purposes and 
should not be considered an effort to 
teach law or to establish a perfect 
model. The author defines three main 
objectives of the study: 


“(1) We want the student to see 
how the general practitioner of law 
thinks during the whole progress of 
the efforts to solve his client’s prob- 
lem. When he reads a case in a case- 
book, the student sees a cross section 
of legal thinking as done by the court. 
It is an end-result sort of thinking 
after the material has been processed 
by the lawyers and by the trial court 
and jury. There is nothing wrong 
with the casebook approach unless 
the student subconsciously gets in the 
habit of assuming that this is all there 
is to professional thinking. . . .” 


September, 1959 © TAXES—The Tax Magazine 








(2) When a student approaches the 
solution of a client’s problem, “there 
are stages of professional thinking 
which are much the same irrespective 
of whether the case is one in tort, 
contract, or criminal law or some 
other substantive field. If he 
thinks that all he needs to know is 
the law, he is laboring under a serious 
misapprehension. . The concept 
that there is a lot of professional 


thinking which is common to lawyers 
in California, Massachusetts, and 
North Carolina is one worth acquir- 
ing early in one’s career. 


“(3) We want the student to ask 
questions. This material is not de- 
signed to contain all the answers. If 
it attempted any such inclusive pur- 
pose, it would have to be expanded 
far beyond the present scope. This 
is no more than a point of departure.” 


PERSONAL GOOD WiLL—Continued from page 836 


of a business if for no other reason 
than the lack of knowledge of some- 
place else to go where they might 
expect to receive the same satisfactory 
services that they have*been receiving 
in the past. A large part of these cus- 
tomers will usually give the successor 
a chance to serve them and, if his skill 
and ability is as good or better than 
the deceased owner, they will con- 
tinue with him. If that were not so 
then no deceased doctor's practice 
could ever be sold, as it was in Alfred 
Meurlin, above ; no deceased insurance 
broker’s business could ever be sold, 
as was recognized in Estate of Thomas 
F. Remington, above. 


A person who desires to establish 
or enlarge his medical practice or his 
insurance business stands a better 
chance of doing so if he can purchase 
an established business with a satis- 
fied clientele. There is everything to 
be gained and little to lose if he can 
purchase the business on the basis ot 
its future profits as the purchase price. 
There is no problem of any covenant 
not to compete since a deceased owner 
can not compete. 

The business must be valued at the 
date of the death of the deceased owner 
as property of his estate (without any 
possible competition by the owner). 
That value then becomes the cost basis 
of the business when it is sold by the 
estate under Section 1014 of the Code. 


Personal Good Will 


Only the excess of the sale price that 
is received over and above the cost 
basis is then subject to tax, whether 
that sale price is paid in a lump sum 
or out of future profits of the business. 


Conclusion 


It has been clearly established that 
good will is a capital asset (Aaron 
Michaels, above; Ensley Bank & Trust 
Company, 46-1 ustc J 9234, 154 F. 2d 
968; Estate of John C. Burns, CCH 
Dec. 15,985(M), 6 TCM 973, etc.) 
Even Rev. Rul. 57-480 states that “since 
goodwill is a capital asset, any gain 
resulting from its sale constitutes cap- 
ital gain.” Therefore, if the entire 
business of a professional man is sold, 
including the good will of the busi- 
ness that has been built up by the 
skill, ability and the personal follow- 
ing of the owner, the proceeds from 
the sale of good will are taxable as a 
capital gain, regardless of the method 
of payment for the good will. Ordi- 
narily the good will will not have any 
cost basis unless the owner had died 
(when the good will has a cost basis 
at the value as of the date of his 
death) or the owner had purchased 
the good will from someone else (as 
part of the purchase price of another 
business). However, see Section 736, 
particularly 736(b)(2)(B), and Sec- 
tion 753 of the Code in regard to part- 
nership good will. [The End] 
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STATE TAX NEWS 


ONGRESS IS REACTING to the recent decisions of the United 

States Supreme Court in Northwestern States Portland Cement 
Company v. Minnesota; Williams v. Stockham Valves and Fittings, Inc., 
4 stc J 200-002, 358 U. S. 450. In these decisions the Court held that 
a state has the power to tax income derived from the sale of goods 
within the taxing state even though the sales were in interstate 
commerce ; and that this taxation does not constitute an undue burden 
on interstate commerce. These decisions have been interpreted to 
hold that a state has the right to tax income derived from the sale 
of goods moving in interstate commerce even though the company 
making the sale has no office, inventory, warehouse, or other place 
of business in the taxing state. 


In the House of Representatives the Judiciary Committee on 
August 11 ordered H. J. Res. 450 favorably reported to the House. 
The joint resolution would prohibit a state from imposing a tax upon 
the income of any business engaged in interstate commerce unless 
“the business maintained an office, salable inventory, warehouse, or 
other place of business in that State” during the taxable year or an 
officer, agent or representative maintained an office or other place of 
business. House Joint Resolution 450 would apply during 1959 and 
1960. Also provided for by this resolution is a Congressional study 
into the implications of the Supreme Court’s decisions which would 
be submitted to Congress by February 1, 1961. 

Action by the Senate on this problem came quickly once the legis- 
lative mill was put into action. On August 11, 1959, Senator Byrd of 
Virginia introduced S. 2524, and the bill was reported to the Senate 
by the Senate Finance Committee on the same day. The bill was 
scheduled for Senate consideration the week of August 17. 


The bill combines portions of bills introduced by Senators Spark- 
man and Saltonstall, members of the Senate Select Committee on 
Small Business, which was the first committee to hold hearings on 
the effects of the Supreme Court’s decisions. While similar to H. J. 
Res. 450, the Senate measure, however, would prohibit state net in- 
come taxation of interstate commerce even where the business or its 
representative maintained an office in the state if the primary purpose 
and use of the office was to receive, process and forward orders. The 
Senate bill does not contain a limited application of its provisions 
such as the two-year provision of H. J. Res, 450. 
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State-Local Taxes 
Effect on Industry Location 


The influence of the tax structures 
of state and local governments on the 


location of new industries was the 
subject of a debate presented in our 
July, 1959 issue. It was presented 
with the thought of aiding our readers 
to clarify their thinking on this con- 
troversial issue. 

In the nature of a supplement to 
the July debate are some observations 
received from Arch D. Schultz, direc- 
tor of research for the Ohio Chamber 
of Commerce. Excerpts from his ob- 
servations follow: 


(1) The total tax bill of industry 
in any state is not alone the taxes it 
pays to governmental units, but the 
taxes of its employees also. It must 
secure sufficient income as a business 
to pay its own taxes and, also, the 
taxes of its employees. Therefore, a 
high cost of government not only 
requires higher business taxes but 
higher wages. 


Two states—Ohio and Indiana—for 
which it is claimed there is a good 
tax climate, show a larger increase 
in the share of the value added in 
manufacturing going to workers than 
any other states. 


(2) The showing from federal in- 
come tax data that the average state 
and local tax bill of industry is 2%4-3 
per cent of the total annual cost is 
an inadequate analysis. In any given 
state, the tax bill, in the mind of the 
businessman, is related to net profit 
and not the cost of material and wages. 
The question usually arises in con- 
sidering a change in tax burden. Nec- 
essarily, a new tax is a burden on net 
profit, or a threat of a new tax a 
burden on prospective profits. Since 
an investment must be justified by a 
net profit, taxes become a very ma- 
terial factor in the location of the 
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investment. Furthermore, taxes are 
for practical purposes the factor in cost 
which can be controlled by choice 
of location. 


(3) It must be understood that 
while state and local taxes are de- 
ductible for federal income tax pur- 
poses, they are not deductible from 
federal income tax. They are merely 
included along with other costs of 
production, such as wages, in the de- 
termination of taxable net profit. With 
equal logic, it could be contended that 
half of the wage bill is taken out of 
federal revenues. 


(4) If taxes are high or raised in a 
given state, the businesses located 
there must expand their market to 
pay the high or new tax. A certain 
manufacturer of metal lathes and 
machine tools in Ohio must operate 
his plant 17 days more at this current 
rate of profit to pay the two-mill in- 
crease in the Ohio corporation fran- 
chise tax. Or, putting it differently, 
this company will have to find a 
market for and manufacture and sell 
58 lathes at $6,500 to pay the in- 
creased tax. 


(5) While I do not contend that 
the increased taxes necessary in Ohio, 
considering Ohio’s other especially 
favorable factors, wil! materially hinder 
industrial development in Ohio, the 
$100 million annual increase in taxes, 
a substantial part of which is on the 
consumer in the form of excises, will 
require Ohio business to enable their 
workers to pay these increased taxes. 
Consequently, it is not only the in- 
crease in the franchise tax and other 
business tax burdens that affect the 
competitive status, but the total tax 
bill of the citizens of a state. If all 
other factors are equal, taxation is a 
very vital consideration. In some 
states extremely high tax burdens 
are offset by favorable climatic con- 
ditions or military considerations. 
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WASHINGTON TAX TALK 


Next Congressional year to be busy year for tax men ree 
ABA's proposals for revision of laws on federal tax liens. 


HE 1960 CONGRESSIONAL YEAR has all the signs of a busy 

and hectic year for tax men who must keep abreast of tax law 
changes. Both the House Committee on Ways and Means and the 
Senate Finance Committee will have a full schedule of hearings during 
the 1960 session of the Eighty-sixth Congress. The proposed reform 
of the federal tax system will create extra hours of hearings through- 
out the year and into 1961. Certain to be carried over to the 1960 
session are H. R. 10 (Individual Retirement Tax Act) and H. R. 5 
(Foreign Tax Investment Act to provide incentives for investments 
abroad). Also to be considered in 1960 are amendments to the 1954 
Internal Revenue Code Subchapters C, J and K on Corporate Dis- 
tributions and Adjustments, Trusts and Estates, and Partnerships. 
Preliminary hearings were held on these broad subjects during 1959. 


The various legislative recommendations of the Secretary of the 
Treasury will also have to be considered by these committees during 
1960. No definite action has been taken on Treasury recommendations 
to tax patronage dividends of cooperatives; to define the mining 
processes which would be used to compute percentage depletion in the 
case of minerals and ores; to amend Code Section 4051 on excises to 
define “sales at retail” as a result of the Gellman and Torti decisions ; 
and to define “gross income from property” for computing percentage 
depletion in the case of oil and gas wells. 


All of these major tax problems must be considered by Congress 
in addition to the many new tax bills which will be introduced during 
1960. In addition, Congress must consider the annual request of the 
Administration to extend existing corporate and certain excise tax 


rates for another year, which are scheduled for reduction on June 
30, 1960. 


H. R. 10.—The Self-Employed Individuals’ Retirement Plan Act 
of 1959 is having another rough year in the Senate Finance Committee. 


Since 1948, H. R. 10, or a similar bill, has passed the House, but 
has never been able to get past the Senate Finance Committee. It 
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now looks as if the 1959 session of 
Congress will adjourn before the bill 
will be reported to the Senate by the 
committee. 


The bill would permit self-employed 
persons to take a deduction, for fed- 
eral tax purposes, up to 10 per cent 
of income or $2,500 a year, which- 
ever is less, if such amounts are 
put in a restricted retirement plan. 
Certain restrictions are in H. R. 10 
to avoid an early withdrawal of funds 
without penalty, and specifying types 
of retirement plans which are accept- 
able. There would also be a lifetime 
ceiling on contributions to plans of 


$50,000. 


There are two main objections with- 
in the Senate Finance Committee 
membership to H. R. 10: (1) the rev- 
enue loss to the federal government 
(estimated by Treasury at $365 mil- 
lion for the first year) and (2) the 
fear that if self-employed individuals 
are permitted to deduct amounts put 
in retirement plans, taxpayers under 
social security will also petition Con- 
gress to allow deductions for amounts 
paid to the social security system. 

Congressman Keogh, a member of 
the House Committee on Ways and 
Means and author of H. R. 10,; ap- 
peared before the Senate Finance 
Committee recently and urged that 
H. R. 10 be reported to the Senate 
this year. He also asked the commit- 
tee to include minor amendments to 
clear up some doubt raised since the 
passage of H. R. 10 in the House. 


These recommended amendments 
include intent that foreign insurance 
companies entitled to do business in 
the United States will be permitted 
to write “restricted retirement policies,” 
and to include as an authorized de- 
pository for retirement funds, insured 
thrift organizations. 


ABA proposals introduced.—The 


American Bar Association’s proposals 


Washington Tax Talk 


for comprehensive revision of the laws 
on federal tax liens and related mat- 
ters have now been introduced in 
Congress in three identical bills. Two 
of them, H. R. 7914 and H. R. 7915, 
introduced by Congressmen Mills and 
Simpson, respectively, have been re- 
ferred to the House’ Ways and Means 
Committee. The third, S. 2305, spon- 
sored jointly by Senators Curtis, 
Ervin, Hruska, Keating, McCarthy, 
Sparkman and Talmadge, has been 
referred to the Senate Finance Com- 
mittee. 


The ABA’s proposals seek Con- 
gressional protection of the priority 
of those who take security for obliga- 
tory or necessary future advances, so 
that they need not search for federal 
tax liens before each advance. The 
ABA has asked that such protection 
be conditioned upon the lender giving 
notice of the arrangement to the dis- 
trict director so that the district direc- 
tor could provide notice of the filing 
of a federal tax lien to the lender 
without making a title search to locate 
him. 


In order to correct a situation that 
is presently doubtful, the ABA has 
proposed that the priority of a mort- 
gage covering after-acquired prop- 
erty be protected. As against a 
federal tax lien, its priority would be 
“frozen” as of the time the federal 
tax lien is filed, except with respect 
to property which was produced or 
acquired by means of the loan, which 
becomes an integral part of the 
mortgaged property or which is sub- 
situted for such property. 

Also sought is protection for me- 
chanics’ liens on realty against federal 
tax liens filed after the time the me- 
chanic takes priority under state law. 
A mechanic lienor’s claim on the con- 
tract proceeds, a fund he created, 
would be preferred even over pre- 
existing federal tax liens against the 
contractor. His claims, however, 


849 











would be subordinate to withholding 

taxes arising out of the very job. 
Even pre-existing federal tax liens 

would be subordinate to attorney’s 


liens on causes of action and statutory 
liens of a hospital or doctor on the 
recovery for personal injury or death 
if the ABA’s suggestions become law. 


A SIMPLIFIED COMPUTATION FOR SUBSTANTIALLY DISPROPORTIONATE 
STOCK REDEMPTIONS—Continued from page 776 


“M” equal the majority holder’s voting 
shares prior to redemption, then: 
N (8M — 3T) 

 SPaeQn 
2M — T +s” 

To demonstrate the application of 
the foregoing formulae, we will as- 
sume the following facts: 


and v = 


Corporation O, none of whose stock- 
holders is related within the meaning 
of Section 318, has 1,000 shares of 
voting stock outstanding. 


It is desired to redeem under Sec- 
tion 302(b)(2) a part of the stock of 
two shareholders (A and B). 


A owns 650 shares (or 65 per cent), 
and B owns 100 shares (or 10 per 
cent). 

Accordingly, “T” 
equals 100; and “M” 


Inserting these values in the first 
formula, 


equals 1,000; N 
equals 650. 





N (8M — 3T) 
5ST — 8N_ 
we obtain: 
Preredemption Shares 
Shares Interest Redeemed 
A 650 65% 354 
(650/1000) 
B 100 10% 53 
(100/1000) 





* These two formulae are derived from 
the equations: 
N—s = 8N (T —s—v) 
T 
and M —v=.5(T —s—v) 
It should again be noted that the values 
described for “s” and “v” are such that the 
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100 [(8 x 650) — (3 x 1000) ] 


s eS 


(5 x 1000) — (8 x 100) 
100 (5200 — 3000) 


5000 — 800 
100 x 2200 


4200 
220000 


4200 
s = 52.4 (or 53) 

Having obtained the value of “s,” 
we can now solve for the value of “v.” 
Inserting the appropriate values in 
the second formula, 


2M 





v= —T+s 


we obtain: 


v = (2 x 650) — 1000 + 53 
= 1300 — 1000 + 53 
v = 353 (or 354) 


Proof 


After the redemption of 354 shares 
of A’s stock and 53 shares of B’s 
stock (a total redemption of 407 
shares), Corporation O will have 593 
shares of voting stock outstanding as 
compared to 1,000 shares prior to the 
redemptions. The preredemption and 
postredemption interests of A and B 
are, therefore, as follows: 


Postredemption 


Shares Interest Ratio 

296 49.9% 76.8% 
(296/593) 

47 7.9% 79.0% 
(47/593) 


postredemption interests will be exactly 80 


per cent and 50 per cent, respectively. Ac- 
cordingly, to decrease the resulting interests 
to less than 80 per cent and less than 50 per 
cent, both “s” and “v” must be rounded off 
to the next higher number of shares. 
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If, in addition to a majority stock- 
holder who owns 62.5 per cent or 
more of the corporation’s voting stock, 
there are two or more minority share- 
holders redeeming simultaneously, the 
first of the two foregoing formulae is 
modified in the same manner as in the 
earlier examples of multiple redemp- 
tions—that is, the minority share- 
holders are’ treated as a_ single 
shareholder for purposes of the formu- 
la, and the number of shares so de- 
termined is then allocated to each of 
them in proportion to his preredemp- 
tion holdings vis-a-vis the other 
minority holder (or holders). The 
number of shares which must be re- 
deemed by the majority holder is then 
determined by the second formula, 
with “s” equalling the sum of the 
rounded-upward number of shares be- 
ing redeemed by the minority holders. 


Assume that A owns 650 shares (or 
65 per cent); B owns 60 shares (or 
6 per cent); and C owns 40 shares 
(or 4 per cent). The steps to be used 
in the computation are as follows: 

(1) Determine the aggregate num- 
ber of shares held by B and C, the 
minority holders.—Together B and C 
own 100 shares. 


(2) Apply the first formula (with 
“N” equalling 100, the aggregate 
number of shares owned by the 
minority holders). [The formula will, 
of course, be the same as in the pre- 
ceding example where “N”’ likewise 
equalled 100, the number of shares 
owned by B, the only minority share- 
holder involved in the redemption. ] 





Shares 


Redeemed 
355 


Preredemption 
Shares Interest 
650 65% 
(650/1000) 


6% 
(60/1000) 
4% 
(40/1000) 


40 


Stock Redemptions 


Accordingly, as before: 
N (8M — 3T) 
ws 5T — 8N 
100 [(8 x 650) — (3 x 1000)} 


(5 x 1000) — (8 x 100) 
s = 52.4 (or 53) 

(3) Determine the proportionate 
interests of B and C, inter sese, prior 
to redemption.—Together B and C 
own 100 shares of stock. Of this 
total, B owns 60/100 or 60 per cent, 
and C owns 40/100 or 40 per cent. 

(4) Apply the respective percent- 
age interests of B and C as de- 
termined in Step 3 to the aggregate 
number of shares to be redeemed by 
the minority holders (53). 

As to B: 60 per cent of 53=318 
(or 32). As to C: 40 per cent of 
53 = 21.2 (or 22). 


(5) To determine the number of 
shares to be redeemed by the majority 
holder, apply the second formula with 
“s” equalling 54, the aggregate 
minority redemption as computed in 
Step 4. 

v=2M-—T+s 
= 1300 — 1000 + 54 
v = 354 (or 355) 

(6) Proof.—After the redemption 
of 355 shares of A’s stock, 32 shares 
of B’s stock and 22 shares of C’s 
stock (a total redemption of 409 
shares), Corporation O will have 591 
shares of stock outstanding, as compared 
to 1,000 shares prior to the redemp- 
tions. The preredemption and post- 
redemption interests of the three re- 
deeming stockholders are, therefore, 
as follows: 

Postredemption 
Shares Interest 
295 49.9% 
(295/591) 
4.7% 
(28/591) 
3.1% 
(18/591) 


Ratio 
76.38% 
28 78.3% 
18 77.5% 


[The End] 
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Meetings of Tax Men 


University of Chicago Law School. 
—The university's Twelfth Annual 
Federal Tax Conference is scheduled 
for October 28, 29 and 30 at the 
Prudential Building Auditorium in 
Chicago, At the morning session of 
October 28 Dana Latham will pre- 
sent “Observations and Aims of a 
New Commissioner.” He will be fol- 
lowed by William R. Spofford dis- 
cussing the tax highlights of the past 
year. That afternoon these papers will 
be presented: “Situations in Which 
Trusts Are Included in a Grantor’s 
Estate,” “Income in Respect of De- 
cedents” and “The Misuse of Jnter 
Vivos Trusts.” 
ing 


The following morn- 
speakers will discuss “Issues 
Stemming from Elections to Have 
Corporate Income Taxed Directly to 
Shareholders,” “Tax Aspects of Doing 
Business Abroad” and “Tax Planning 
in Real Estate Transactions.” A panel 
discussion of “Proposed Changes in 
the Taxation of Corporate Distribu- 
tions and Adjustments: An Exami- 
nation of the Major Changes in 
Subchapter C Recommended by the 
Advisory Group to the Mills Sub- 
committee on Internal Revenue Tax- 
ation” will take place at the afternoon 
session on October 29. At the follow- 
ing morning session three papers will 
be given: “Capital Expenditures v. 
Current Deductions,” “Tax Aspects 
of Employee Expense Accounts” and 
“Tax Problems in Financial Report- 
ing.”” A panel discussion of tax prob- 
lems submitted by those in attend- 
will close the conference that 
The registration fee for 
is $65. Additional 
available the 
Registrar, University College, The 
University of Chicago, 64 East Lake 
Street, Chicago 1, Illinois. 
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New York University——-The NYU 
Eighteenth Annual Institute on Fed- 
eral Taxation will be held at the Hotel 
Statler, New York City, November 
4-13. This year more time will be 
devoted to specific subjects so that 
the discussions, while they may not 
cover as wide a variety of topics as 
in past years, will cover them more 
thoroughly. Sessions will be devoted 
to accounting problems, foreign opera- 
tions, securities, insurance, real estate, 
natural resources, forms of doing busi- 
ness: partnership and Subchapter S 
corporation, reorganization, tax prob- 
lems of individuals, procedural rights 
and remedies, fraud, estate planning, 
and income and estate planning for 
the professional man. A _ loose-leaf 
volume containing a detailed outline 
of each speaker’s talk will be fur- 
nished to each full-time registrant at 
the institute. The fee for the full 
session is $160, which admits regis- 
trants to all sessions, including a 
reception November 5 and dinner No- 
vember 10. Speaker at the dinner 
meeting will be Arch M. Cantrall, 
Chief Counsel of the IRS. A detailed 
program of the institute is available 
from Henry Sellin, Executive Direc- 
tor, Institute on Federal Taxation, 
New York University, Washington 
Square, New York 3, New York. 


Southwestern Legal Foundation.— 
The Fifth Annual Institute on Tax- 
ation and Estate Planning will be 
presented by the Southwestern Legal 
Foundation on September 24 and 25. 
The program will be composed of 
eight lectures on vital tax topics dis- 
cussed by tax authorities and the 
following three seminars: (1) how 
income from interstate commerce 
should be taxed by the states, (2) 
taxation aspects of estate planning 
and (3) tax aspects of real estate de- 
velopment and other real estate trans- 
actions. The Commissioner of Internal 
Revenue will be among the speakers. 
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Inquiries concerning the _ institute 
should be directed to the Southwest- 
ern Legal Foundation, Hillcrest at 
Daniels, Dallas 5, Texas. 


Northeastern University.—North- 
eastern University will stage its Sixth 
Annual Federal Tax Forum on Sep- 
tember 18 and 19 on the Huntington 
Avenue campus in Boston. The forum 
is sponsored by 24 New England pro- 
fessional societies in cooperation with 
the Northeastern University Evening 
School of Business Institute of Taxa- 
tion. Topics to be discussed include 
proposed changes in Subchapters C, 
K and J; the handling of tax matters 
before the Internal Revenue Service 
at the audit level, informal conference 
level and appellate division level; and 
recent developments affecting business 
decisions, affecting depreciation and 
in business expenses of the self-em- 
ployed and employed. All registration 
inquiries should be directed to Ben- 
jamin Arac, Professor of Taxation 
and Director of the Northeastern 





Institute of Taxation, Northeastern 
University, Boston, Massachusetts. 


Tennessee Institute.— Dates for the 
Tenth Annual Tennessee Tax Insti- 
tute are September 24, 25 and 26. The 
institute, which is cosponsored by 
the Tennessee Bar Association and 
the Tennessee Society of Certified 
Public Accountants with the coopera- 
tion of the University of Tennessee, 
will be held at the Peabody Hotel in 
Memphis and will cover topics per- 
taining to federal taxation. Hal Canary 
and Lauch M. Magruder, Jr., are 
cochairmen. Speakers include Leonard 
Silverstein, Mortimer Caplin, Murray 
Racklin and George Webster, Jr. 


New York Meeting.—Harvey Green- 
field, New York City attorney, will 
address the Federation of Bar Asso- 
ciations of the Sixth Judicial District 
of the State of New York at its annual 
meeting, to be held on September 19 
in Cortland, New York, on the subject 
“The Role of Gifts and Other Current 
Developments in Estate Planning.” 
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